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PREFACE 


In this new edition the volume has been substantially rewritten and 
brought completely up to date. The march of history has called for 
sweeping changes in emphasis and content of a number of chapters, 
especially of those treating of our international economic position. A new 
chapter on the Soviet economic challenge lias been added. The scope of 
the book has on the whole remained the same, as has its general organization. 

The principal characteristics of the volume are easily enumerated. It is 
the work of a single author, and thus, it is hoped, brings some modicum 
of unity to a field where integration is not readily achieved. The treat¬ 
ment is strictly modern, utilizing to the fullest possible extent the national- 
income approach and the framework of macro-economics. Virtually all 
economic problems of the day are public problems and as such are in¬ 
timately connected with the great aggregates which have become the 
concern of the economist. 

While the problems are discussed from the national point of view, 
some specific regional issues arc singled out for more than incidental 
treatment. 

The work is organized into four broad groups of problems centering 
around progress , security , freedom , and peace. This arrangement is 
designed to facilitate the integration of topics which otherwise may 
seem unrelated. It goes without saying that there are aspects of many 
topics which would justify their treatment under more than one of these 
headings. On the other hand, the contents of certain subjects which com¬ 
monly are treated in separate chapters are dispersed over a number of 
them. This is the case, for example, with respect to business cycles, and 
monetary and banking problems. The cyclical behavior of economic 
variables is important in connection with so many problems that its 
separate treatment in a single chapter would seem to detract from its 
ubiquitous relevance. Moreover, in the field of economic theory the 
development of macro-economics has ushered in a new synthesis of the 
general aspects of the subject and of the substantive matters and tools of 
analysis formerly treated separately under the heading of business cycles. 
It seems that the presentation of applied economics should reflect the 
new integration of theory. Similar considerations apply to the field of 
money and banking. Thus, wherever such emphasis seems called for, 
monetary and banking aspects are pointed out throughout the work, instead 
of being limited to the confines of special chapters. 

The author’s debt to those who have helped with the preparation of the 
earlier editions of the work is recorded in the respective prefaces. In pre- 

vii 
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I Kirilin the present revision , the author has again received help from experts 
in many fields. The following scholars have given generous assistance in 
connection with the chapters relating to their special interests: Professor 
Lowell I). Ashby of the University of North Carolina (Chapter 25); 
l)r. I larold Breimyer of the Council of Economic Advisers (Chapter 24); 
Professor Norbert Brockman of the University of Dayton (Chapter 16); 
Professor Charles Center of the University of Wisconsin (Chapter 12); 
Protessor Mi W. Clemens of the University of Maryland (Chapter 17); 
Professor W ilbur J. Cohen of the University of Michigan (Chapter 12); 
Dr. (icorge II. Id I is of the federal Reserve Rank of Boston (Chapter 25); 
Professor John II. Frederick of the University of Maryland (Chapter 17); 
Professor Vernon A. A bind of the University of Washington (Chapters 
15, 16, 25); Professor John J. Murphy of the Catholic University of 
America (Chapters 21-25); Dr. Morris R. Ncifcld of the Beneficial Man¬ 
agement Corporation (Chapter 14); Professor William N. Parker of the 
University of North Carolina (Chapter 25); Dr. Walter Stettncr of the 
Council of Economic Advisers (Chapters 21—25); Professor Philip Taft of 
Brown University (Chapter 10); and Professor Alexander Woroniak of 
tlie Catholic University of America (Chapter 20). To all these scholars 
the author owes a deep debt of gratitude. 

IJinkv William Spikgf.l 

W ashington, I ).(2. 

December, 1060 
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THE AGE: PROGRESS. SECURITY , 
FREEDOM , /2ND PEACE 


The study of the great economic issues which confront the American 
public has three purposes. First, as it involves the application of tools of 
analysis, it helps to sharpen the wit of the student and by implication in¬ 
structs him in the wavs of correct thinking. Moreover, and this is the second 
purpose, such study represents a milestone on the educational road which 
prospective economists and other professional students of the social sciences 
must travel. The third and last purpose is the enlightenment of the future 
citizens, w hich this study helps to accomplish. 1 his seems to be the most 
important purpose of the study of economic problems. I he first purpose, 
perhaps, is more adequately fulfilled bv the study of other disciplines and 
of other branches of economic science: philosophy, mathematics, and eco¬ 
nomic theory. The second purpose, significant as it is, is so for only a small 
minority of all students. Thus the study of economic problems is, in the first 
place, designed to arouse interest in them and to acquaint the students with 
the facts and analytical tools required for their solution. Such interest and 
know ledge is indeed indispensable for the proper operation of democratic 
processes which work through the medium of well-informed and public- 
spirited citizens. 

A “problem” is a baffling or puzzling question for which no ready an¬ 
swer is in store. A problem is economic in character if it affects the material 
welfare of typical individuals or groups of individuals: their jobs, their in¬ 
comes, their prospects for advancement, the taxes they must pay, the prices 
at w hich they buy or sell, and so on. 

ECONOMIC PROBLEMS IN PERSPECTIVE 

The Problem of Production . Historically, the most important economic 
problem has been that of production. Since time immemorial, man has la- 
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bored hard to produce the necessities of life, becoming an expert in “brink¬ 
manship” in the process and hanging on to a precarious existence “by the 
skin of his teeth,” as in Thornton Wilder’s play. The problem of produc¬ 
tion was the central one to Adam Smith, who wrote about the Wealth of 
Nations rather than about its distribution. The scarcity element is conspicu¬ 
ous also in the conventional definition of economics, which is said to treat 
of the allocation of scarce resources among different uses. 

For the large majority of mankind production still is the Number 1 eco¬ 
nomic problem. More than three quarters of the world’s population still are 
“dreadfully poor.” 1 * But as Western societies have grown more opulent, it 
may be that the rise of the Affluent Society - heralds the solution of the 
“economic problem” in the traditional sense. This was indeed the opinion 
of John M. Keynes, considered by many the master economist of our time, 
who during the depth of the great depression wrote an extremely optimistic 
essay on “Fconomic Possibilities for Our Grandchildren.” 3 In this he stated 
the view that in the absence of certain obstacles the economic problem of 
production might be solved within a hundred years. 

The Problem of Distribution . In the period following Adam Smith the 
problem of production continued to be an urgent one, but it became over¬ 
shadowed by that of distribution. Ricardo’s Principles of Political Economy 
and Taxation , published in 1817, sets forth as its aim the discovery of the 
principles that govern the distribution of the national income among the 
different classes of society. This change in emphasis reflects the growing 
concern with which the thinking people of that time observed the sharp 
division of society into social classes, the restlessness of the poor, and the 
eventual rise of anticapitalist movements. 

Just as the opulence of modern times has diminished the urgency of 
the problem of production, so it has made possible great contributions to 
the solution of the problem of distribution. With the rise of the modern 
social-service, or welfare, state, inequalities in income and consumption 
have been much reduced. The rich have gotten richer, but so have also 
the poor, and at a faster rate. As this happened, the appeal of socialism, once 
so strong in western Furope, has been fading. To the socialist parties, for 
long committed to a policy of nationalization or socialization of productive 
resources, this central part of their program, which was so tempting to the 
masses in the past, has become a political liability. 

Modern Economic Problems . Neither production nor distribution is 
any longer the economic problem in the Western world. But while this is 

1 Paul G. llotbnan, One Hundred Countries , One and One Quarter Billion People: 
Hove to Speed Their Economic Grovcth and Ours in the 1960's (Washington, D.C.: 
Committee for International Fccmomic Growth, 1960), p. 9. 

“ Scc the book of the same title by John K. Galbraith (Boston: Houghton Mifflin 
Co., 1958). 

3 I he essay, which makes fascinating reading, is reprinted in Keynes’s Essays in 
Persuasion (Condon: Macmillan & Co., Ltd., 1933 ), pp. 358-73. 
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true of most countries in western Europe and North America, for the world 
as a whole the problem of distribution is just as urgent as it was internally, 
say, in early nineteenth-century England. The leveling tendency, which is 
characteristic of income distribution in a single country is not paralleled by 
a similar trend of the world economy. As the advanced countries grow 
wealthier, the underdeveloped countries follow only haltingly, if at all. In¬ 
ternational inequalities have not been allayed but have rather become more 
pronounced. This has created a new economic problem of the first order. 

In addition, the people in the advanced countries face the economic 
problems generated by man’s living In the interdependence of the Great 
Society, where the economic fate of every one is linked with that of others. 
There are problems of adjustment to change, ol stabilization, of control 
and regulation. Furthermore, while the quantitative problems of produc¬ 
tion and consumption are no longer as pressing as they were in the past, 
many thoughtful people, who are concerned about the quality of our civi¬ 
lization, give increasing attention also to the qualitative aspects of produc¬ 
tion and consumption. Lastly, there are the economic problems generated 
by past wars, by the present political division of the world, and by the 
specter of a future w ar. While we have come so close to the solution of 
the former economic problem Number 1, this has brought no millennium. 
W e still have important economic problems to resolve. 

PUBLIC VALUES AFFECTED BY ECONOMIC PROBLEMS 

We can arrange economic problems by bringing them into a relation¬ 
ship to certain public values or social goals. Economic problems may pro¬ 
voke the redefinition of such goals; they may frustrate their attainment or 
help in bringing it about. The highest, generally endorsed social goals arc 
not the same at all places and at all times, and their definition is no easy 
matter. In wartime, a plain and forthright order of public values is readily 
accepted by all citizens. It is an order in which one value, the successful 
outcome of the war, outranks all others. In peacetime the situation is more 
complicated. Social goals, then, are not so easily defined, and their endorse¬ 
ment is less universal. It is possible, however, to postulate a small number 
of broad objectives which rank high in the American scale of values. Such 
objectives, goals, or public values arc progress, security, freedom, and peace. 
In one way or other the economic problems discussed in this book affect 
these public values. Most of them affect more than one; their arrangement 
under the four headings of progress, security, freedom, and peace thus en¬ 
tails a large measure of arbitrariness. 

Progress . Of all the ideas w hich rule man’s life, none has been more 
powerful for the last tw o centuries than the idea of progress. In the United 
States the relative lack of class divisions of society, the abundance of natural 
resources, and the absence of the fetters w hich kept European social life 



6 


CURRENT ECONOMIC PROBLEMS 


more static—all combined to make progress “the leading principle of so¬ 
ciety.” 1 Progress implies change and growth and the need to submit to 
processes of adjustment which occasionally are painful. It may be that a 
vigorously growing population creates conditions more favorable to prog¬ 
ress than those which attend a stagnant or declining population. This is one 
of the reasons why a chapter of the present book deals with population 
problems. Apart from population growth, technological development is 
the most important factor determining the rate of progress. Technological 
change may require new economic institutions or impede the working of 
old ones. That is why atomic energy, in its economic aspects and ramifica¬ 
tions, is discussed herein. Progress may be retarded by vested interests which 
are attached to existing institutions and which resist change. Government 
regulations may affect progress adversely by decreasing the mobility of 
economic agents. c 

Security. Progress has bestowed upon the American people a high 
level of material w ell-being, the like of which the world never has seen. 

1 laving attained such high level, the American people have come to insist 
upon economic security. They wisli to minimize fluctuations of prices, in¬ 
comes, and employment. 1 hey buy more insurance than any other people 
and have made provisions to allay the plight of those who are handicapped 
by the burdens of old age, unemployment, and poverty. They have cre¬ 
ated legislation to protect investors from some of the hazards that go with 
the modern business civilization. They have also equipped with additional 
pow er groups that suffer from certain economic debilities from which other 
members of society arc free. 

I lie quest for economic security is a relatively new phenomenon in the 
iutc( States; hut since the economic upheaval of the late twenties and 
cai > thu ties, it has become more and more insistent. 


Freedom. W e Americans regard freedom as a high, if not the highest, 

! J; V ,ll,e - { > hct ' a< "" " c «»«>n the participation of the public in politi- 
ca .iMiUis and the absence of certain restraints. The meaning of freedom is 
syml.ol’mi most impressively in the federal constitution and the Bill of 
Rights. freedom may he threatened by concentrations of wealth and in¬ 
come and of economic power, by despotic monopolists and tyrannical eov- 
n jenrs. ,t is with these mote specifically economic aspects of freedom 
mat \ annus chapters herein arc concerned. r 

r , Pe ° Ce ' .! hc Amcnc;m P co P lc want peace. While they are not at- 

flc <; r; th 7 Cl " mot " fford ’ hmvever ’ to indifferent in the 

, l T St and poht ' cd insccurit >. Their participation in world 
■ fans has cleared new and urgent economic problems. Economic factors 

P ,,rta,irelcments in thc maintenance of peace although there has been 


1 Charles A. Heard, 
■Macmillan Co., 10>2), p 


Introduction to J. H. Bury, The 
. xxxi. 


fdi\i of Progress (New York: 
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a tendency in the past to overrate the purely economic basis of peace or, to 
look at the matter from another angle, the economic causes of war. To a 
greater or lesser degree the prosperity of all countries is tied up with pros¬ 
perity in the United States. Economic distress anywhere in the world, but 
especially in the United States, may spread and, iivTie end, set forces in 
motion that make for war. Prosperity in the United States or anywhere else 
must not, however, be obtained at the cost of suffering elsewhere. The 
peace of the world is thus adversely or favorably affected by the interna¬ 
tional economic policy of any country as well as by domestic policies that 
bear upon its international economic position. 

A Clash of Values . While progress and security, freedom and peace 
rank supreme in the order of public values, it may, in many a specific in¬ 
stance, be difficult to determine exactly the order in which these four values 
take precedence among themselves. This is important because the settle¬ 
ment of most issues affects more than one public value: while it may pro¬ 
mote one, it may go against the other. This difficulty must not be overrated, 
however. For example, for all practical purposes, there is never any need to 
abandon all progress if security is desired or to surrender all economic 
freedom for the sake of peace. Much more often a small advance in the di¬ 
rection toward one social goal will entail neglect, in a small way, of another. 
This incompatibility of public values has been pointed out most impres¬ 
sively in the case of progress and security. Progress entails change; security 
calls for stability. A society which has progressed very far will often be 
willing to retard the rate of further advance if this is necessary for the sake 
of greater security. This is so for two reasons. If the level of material well- 
being is high in a country compared with the rest of the world, further 
advances may seem less desirable than they would be to a poor country. 
Furthermore, it is often the economically most advanced country which 
suffers from economic insecurity. Mass unemployment and violent fluc¬ 
tuations of economic activity are plagues that particularly infest mature 
organisms. 

THE STUDY OF ECONOMIC PROBLEMS AND OF 
ECONOMIC THEORY 

Theory and Practice , Public values are much more important in the 
study of economic problems than they arc in that of economic theory or 
principles. For the sake of illustration, we may compare the relationship 
between economic theory and practice with that between theoretical me¬ 
chanics and architecture. An architect who fails to master and apply the 
rules of theoretical mechanics in his work is liable to construct a building 
that will collapse. However, the equipment of a good architect consists of 
much more than mere knowledge of the rules of mechanics. He has to be 
aware of the requirements of style and fashion, of the manner in which peo- 
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pie like to arrange their home, of costs and prices, and of the technical pos¬ 
sibilities best suited to meet alternative plans. 

In a similar fashion the propositions of economic theory are indispens¬ 
able for the solution of economic problems, just as theoretical mechanics is 
for architecture. Taken by themselves, however, these propositions may not 
be immediately applicable to reality. Being abstractions, as they are, they 
do not mirror the fullness of life but refer to general classes of phenomena 
rather than to specific issues that are uniquely identified in time and place. 
To resolve such issues, consideration must be given to historical and politi¬ 
cal factors and to other forces affecting public valuations, matters from 
which theoretical analysis tends to abstract. 

Recent Developments in Economic Theory . There is a famous state¬ 
ment by Lord Keynes to the effect that “the theory of economics does not 
furnish a body of settled conclusions immediately applicable to policy.” In¬ 
stead, Lord Keynes points out, “it is a method rather than a doctrine, an 
apparatus of the mind, a technique of thinking, which helps its possessor 
to draw correct conclusions.”*"’ In this sense, economic theory has been re¬ 
ferred to as a toolbox from which the analyst draws the equipment when 
he grapples with his problems. 

Happily enough, there arc a number of recent developments in theoreti¬ 
cal economics which have greatly enhanced the usefulness of the toolbox 
for the solution of economic problems. As examples, we can refer to the 
rise of macroeconomics and to the slowly emerging theory of economic 
policy. 

Until very recently the bulk of modern economic theory dealt with 
small units, such as a single commodity, a single consumer, firm, or industry. 
Analysis of this “atomistic” type is called microeconomics. It is contrasted 
with macroeconomics, which handles large aggregates: the national income, 
the total demand for labor, the volume of employment, etc. Until the thir¬ 
ties the study of aggregates w as carried on primarily by those students of 
economics who w ere interested in the business cycle. It w as only at that 
time that the study of the special behavior of aggregates during prosperity 
and depression was w idened to include a general theory explaining the 
determination of their size. Since then, business cycle theory and general 
economic theory have been more closely integrated. F.ven so, the micro- 
economic content continues to hold an important place within the field of 
theory. Microeconomics is concerned primarily with price and quantity 
relationships between single commodities and w ith the economics of the 
household, firm, and industry. For this reason the connection between much 
of economic theory and some of the economic problems discussed here¬ 
after may, at first glance, seem tenuous. The student of economic theory is 


" J- Keynes Uni.), ‘introduction,” Cambridge Economic Handbooks (Chicago; 
University of Chicago Press >, p 
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aware, however, of the interrelationship of all economic phenomena, a fac¬ 
tor which makes price theory in the narrower sense relevant for the solution 
of the broader public issues. 

Lastly the growth of economic theory has occurred in an environment 
that was definitely favorable to the development of a pronounced laissez- 
faire bias. Economic theory came to be an apology of a business order based 
on laisscz faire, and laisscz faire supplied the principal assumptions of eco¬ 
nomic theory. Of late, however, there is beginning to emerge a theory of 
the economic policy of the government, which more adequately reflects 
the tremendous expansion of governr lent intervention in economic affairs. 
Be this for better or for worse, many of the great rconomic problems of 
our age spring from government intervention or from the demand for it. 
A study of economic problems, hence, is concerned with public policy to a 
significant extent. The economic theory of public policy is most highly 
developed in the field of money and credit and in the realm of fiscal theory, 
which treats of the effect on the economy of government revenues and ex¬ 
penditures. As everybody knows, these have grown enormously in modern 
times. Fiscal theory, as it has developed over the past few decades, has be¬ 
come an indispensable aid in the solution of important economic problems. 

Methods of Economic Research . Modern economic research often 
combines theoretical and applied economics. Economic theory provides a 
“model,” that is, an abstract construction in which the economically rele ¬ 
vant variables—income, price, output, etc.—appear in a generalized form, 
freed from the concrete detail of time and place such as would characterize 
notions like “the United States income in 1960” or “the price of steel in the 
United Kingdom in 1961.” A very simple model is expressed in the famous 
law of demand which states that the quantity demanded of a good increases 
as the price falls. One of the many specific applications of the law of de¬ 
mand and of other economic laws is the well-known corn-hog cycle: if 
there is plenty of low-priced corn and relatively few high-priced hogs, 
more corn will be sold because the farmers will want to raise more hogs. 
This makes the price of corn go up, while the price of hogs falls as more 
come to the market. When the relationship between the price of corn and 
the price of hogs has changed to such an extent that it becomes unprofitable 
to raise hogs, less corn will be sold and its price will decline. Hogs will 
become scarcer and their price will increase. Eventually a new cycle wili 
start all over again. 

The law of demand and the corn-hog cycle are hypothetical models or 
theoretical constructions which may or may not reflect what goes on in 
reality here and today. To test the models, that is, to find out whether or 
not they reflect the situation that exists in the world of time and space, fur¬ 
ther investigations are needed, and these constitute the bulk of the research 
work going on in economics. Ordinarily the testing of theoretical models 
is done with the help of economic statistics, which enables the investigator 
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to marshal large amounts of quantitative data. This is needed because eco¬ 
nomic research, as a rule, does not aim at verifying the conformity of in¬ 
dividual behavior with the behavior expected in the light of the theoretical 
model. Whether farmers Jones and Smith behave as indicated by the corn- 
hog cycle is a matter that can be investigated with relatively small diffi¬ 
culty, but it is also a matter of relatively small importance. Instead, eco¬ 
nomic research typically tests the validity of hypothetical models as applied 
to behavior in the mass and on the average, and for the operations involved 
in such testing, statistical techniques often arc indispensable. For example, 
if it is not convenient to explore the responses of all farmers to changes in 
prices, the statistical method known as “sampling” may provide a short cut. 
Or, to express the relationship betw een changes in price and output, the 
statistical method of correlation analysis may be of help. The study of mass 
behavior, in turn, may facilitate the making of predictions, usually and at 
best hypothetical ones, which state that under certain circumstances certain 
events are likely to take place. Predictions make possible control—of exces¬ 
sive price fluctuations, of the business cycle, etc. 

Fconomic research that has the purpose of serving as the basis for pre¬ 
diction and control is said to be policy oriented. Some such research re¬ 
quires more, and other less, statistics. Hut most of it is quantitatively ori¬ 
ented, that is, the researcher usually w ill want to develop his findings in 
terms of figures. 


THE UNITY OF ECONOMICS 

The student of economic problems runs the risk that, over the diversity 
of live issues, he w ill lose sight of the fundamental unity of economics. The 
unity exists in the concept of an interdependent economic system. Some 
approaches in economics reveal this unity better than others. The three 
most important devices for elucidating it are the price system, the national 
income, and general-equilibrium analysis. 

The Price System . (l) The unity of economics is revealed by the price 
system, a concept that presents a greatly simplified picture of reality. In 
the price system, productive resources are allocated to industries and firms 
in response to consumer preferences. Consumers express their preference 
by means of price offers. The diversity of such offers promotes expansion in 
some lines of production and contraction in others. The entrepreneurs’ 
ability to bid for productive factors is conditioned by consumer prefer¬ 
ences. I bus there is a flow' of resources into employments that serve best 
the wants of the consumers. Their ability to pay, in turn, is, in part at least, 
determined by the prices which they receive for their productive services, 
and these again depend on the usefulness of their services in relation to the 
desires of the consumers. 1 he whole economy thus can be visualized as a 
flow of productive services from their ow ners to entrepreneurs and a flow 
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of goods from the entrepreneurs, organized in firms, to the consumers, who 
are identical with the owners of the productive services. 

By focusing emphasis on the function of prices, this analysis neglects 
the role of nonmonetary incentives, monopolistic power, and collective 
action. Nonmonetary incentives, immobility, and friction may divert pro¬ 
ductive resources from the channels designed for them by the price system. 
The same diversionary effect may be produced by the power of mo¬ 
nopolists and pressure groups. The price system is a helpful explanation, 
however, of some fundamental characteristics of our economy. It brings its 
unity into sharp relief. 

The National Income . (2) The national income concept is discussed 
more fully in Chapter 5. It is, in the first line, a method of social accounting, 
supplying a pattern into which the various economically relevant transac¬ 
tions are woven. Goods and services are produced by means of a process in 
which the factors of production co-operate. The sum total of the goods and 
services produced during a given period of, say, one year—properly ad¬ 
justed to prevent double counting—is the national income. It is equal to the 
returns to the factors of production (owners of productive services), who 
consume or invest it. To define the concept more precisely, account must 
be taken of foreign payments and receipts and the expenditures and dis¬ 
bursements of the government. The study of the national income thus con¬ 
tains in a nutshell all the problems to study of which this book is devoted. 

General-Equilibrium Analysis . (3) The third method of elucidating 

the unity of the economic system is called general-equilibrium analysis. 
This is a rather difficult matter which best can be understood if compared 
with ordinary demand and supply analysis. This, often referred to as par¬ 
tial-equilibrium analysis (of the firm or industry), explains the equilibrium 
price of a commodity or productive factor on the assumption that other 
prices do not change. 0 General-equilibrium analysis, on the other hand, 
recognizes the interdependence of all prices. All commodities and factors 
are substitutes of varying degrees of closeness. The demand for a com¬ 
modity or factor is not only determined by its price but also by the prices 
of all other commodities and factors, and the same is true of supply. Gen¬ 
eral-equilibrium analysis is chiefly the work of the French economist Leon 
Walras (1837-1910). It is considerably more abstract and of less realistic 
content than the more practical common-sense approach of his British con¬ 
temporary, Alfred Marshall (1842-1924), whose demand and supply analy¬ 
sis reflects partial equilibrium. But its central idea, the interdependence of 


Equilibrium prevails when the forces in question come to rest and do not press 
for a change. In economic theory, equilibrium often is postulated under conditions 
that maximize the advantages of the participating economic agents. In the case of 
competition, the equilibrium price is equal to marginal cost and equates demand and 
supply of the market. Under monopoly, it is the demand price for an output at which 
marginal cost equals marginal revenue. 
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all economic phenomena, is of great value for the understanding of the 
unity of economic life. On the loftier plane of the poetic figure of speech, 
general-equilibrium theory shows that 

. . . thou canst not stir a flower 
Without troubling of a star.” 

Of late, general-equilibrium analysis has been given realistic content by 
a new technique known as interindustry, or “input-output,” analysis. 7 This 
approach is based upon the idea that a transaction, from the seller’s point of 
view, may be interpreted as a sale of output, while from the buyer’s point 
of view the same transaction is a purchase of input. A table may be con¬ 
structed, as much or as little condensed as is desired, in which, on the left 
side, the various sellers of goods and services are listed—agriculture, manu¬ 
facturing industries, public utilities, transportation and financial enterprises, 
construction, sellers of labor and of the services of other productive re¬ 
sources, etc. Along the top of the table, there are listed, in the same order, 
the various buyers of goods and services. Any entry in the table indicates 
how much a certain industry—listed on the top—purchases from another 
industry—listed on the left side—for example, how much the motor vehicle 
industry purchases from the rubber products industry. 

Obviously, there is a close relationship between the value of the output 
of any single industry—its sales—and the value of its input—its purchases. 
Less obvious, but existing nevertheless, is the relationship of interdepend¬ 
ence which prevails between any single entry in the table and all other 
entries. V or example, a change in the sales of the motor vehicle industry— 
sav, an increase—w ill be attended by an increase in the sales of the many 
industries serving as suppliers of the motor vehicle industry. These indus¬ 
tries, in turn, will raise their purchases from other industries, and so forth, 
until the effects of the initial change are diffused over the whole economy. 
Input-output analysis has many uses. Agencies concerned with industrial 
mobilization, for instance, may calculate, with the help of input-output 
analysis, how a given change in missile production affects all other indus¬ 
tries. The role of “bottlenecks” and of tight foreign supplies will be brought 
into sharp relief. 


SUMMARY 

Economic problems affect public values, such as progress, security, free- 
dom, and peace. These rank high among the goals cherished by the public, 
but their order of precedence is not easily determined. Sometimes the set- 

■ \ Vassily \V. Lconticf, The Structure of American Economy, 1919-1939 (New 
\ork: Oxford University Press, 1951). For a simple introduction the student may 
consult I.eontief s article, “lhc Leononucs of Industrial Interdependence,” DtiJs 
Ai^'ocn ber l^'i 1<>46 ‘ PP ' 22 ,T ” ° r ' lis “ In P«-Output Economics," Scientific Ameri- 
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dement of an economic issue requires a decision in which a small advance 
toward the realization of one value is obtained at the cost of sacrificing a 
bit of another. 

The study of economic problems is closely related to that of economic 
theory. Both approaches are complementary. Theory deals with classes of 
phenomena; problems, with specific issues. Recent Advances in economic 
theory have enhanced its usefulness for the solution of economic problems. 
Macroeconomics, the study of the behavior of aggregates, has come to share 
attention with microeconomics, concerned with small economic units. The 
rise of fiscal policy may in time uslie: in a full-fledged theory of the eco¬ 
nomic policy of the government. 

The student of economic problems runs the risk of neglecting the unity 
of all economic phenomena when he investigates issues of great diversity. 
This unity can be elucidated with the help of the national income concept, 
of the price system, and of general-equilibrium analysis. 
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The factual material indispensable for the study of economic problems is 
available in a number of periodicals. Most important among these is the Statistical 
Abstract of the United States, an annual publication of the Bureau of the Census. 
References to other census materials are supplied therein. Useful monthly pub¬ 
lications of the government are: Survey of Current Business , Monthly Labor 
Review, and Federal Reserve Bulletin, published by the Department of Com¬ 
merce, Department of Labor, and Board of Governors of the Federal Reserve 
System, respectively. The first deals with business problems in the broadest 
sense; the second, with labor problems; and the third specializes in monetary and 
banking matters. All these publications, with the exception of the Federal Re¬ 
serve Bulletin, can be obtained from the Government Printing Office, Washing- 
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ton, D.C. The Federal Reserve Bulletin is issued by the Federal Reserve Board. 

The very latest statistical data are published in a concise form in the monthly 
Economic indicators , prepared for the Joint Economic Committee by the Coun¬ 
cil of Economic Advisers and available from the Government Printing Office. 
Valuable current material of economic relevance may also be found in the 
Annual Reports of the various government agencies, including the Economic 
Report of the President, which is published every year in January, and the re¬ 
ports of the various departments and regulatory commissions. All these are 
distributed by the U.S. Government Printing Office. 

The most interesting and informative weekly periodical in the field of 
economics is The Economist , a distinguished British publication that offers an 
analysis of American news as a regular feature and is widely read in this coun¬ 
try, where an airmail edition is available a day or so after publication. Its Ameri¬ 
can counterpart is Business Week , published by the McGraw-Hill Publishing 
Company, which harbors an outstanding economics department. The study of 
these periodicals may be supplemented by that of Fortune , a monthly publica¬ 
tion by the publishers of Time and fjfc that is devoted to business problems. 
Of the daily papers, those providing most information on economic and financial 
matters are the New York ' Times and the Wall Street Journal , both published 
in New \ ork and the latter printed every day in several key cities throughout 
the countrv. 


STUDY QUESTIONS 

E Why do we study economic problems? 

2. Has the problem of production been solved? 

3. What was Keynes’ view about the problem of production? 

4. Does the majority of mankind live in an “affluent society”? 

5. Is there a possibility of a conflict between economic progress and security? 

6. In what way does economic theory help in the study of economic problems? 

7. Can economic problems be resolved with the help of economic theory 
alone? 

8. Discuss some recent developments in economic theory which have turned 
it into a more useful instrument in the solution of economic problems. 

9. In what way does the concept of the price system reveal the role of prices 
in our economy? 

10. What type of equilibrium analysis was developed by Walras, and what 

type by Marshall? * 1 : 

11. What is input-output analysis? 

12. \\ hat is the corn-hog cycle? 

13. \\ hat is an economic “model”? 

14. In what sense is it true that economic research is characterized by a quantita¬ 
tive orientation? * 1 

15. W In is prediction an important goal of economic research? 

16. W hat is rite relationship between economic research and statistics? 

17. W liar do you consider the most important economic problem of the world, 
of the L nited States, of your home state, and of your city? 

IH. Can all economic problems be resolved by government action? 
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19. Open up today's newspaper and list the economic problems which are men¬ 
tioned therein. Which can be solved and which defy a solution? As regards 
those which can be solved, is knowledge of the principles of economics the 
only equipment needed for their solution? 

20. Prepare a list of publications containing material relevant to the economic 
problems of the region in which you reside. 




II. ROADS TO ECONOMIC PROGRESS 




Chapter 
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POPULATION PROBLEMS 


The quantity and quality of the American people account for much 
of the economic progress in the United States. Vigorous population 
grow th, resulting in large conglomerations of people, has created a vast 
market and ample opportunities for the application of mass-production 
methods and economies of scale. At the same time the quality of the 
American people has been conducive to high-level efficiency. 

Alan, the smallest unit of which population consists, appears on 
the economic stage in a twofold role. He is producer, joining his force 
with that of nature in the process of production. He is also consumer, 
and his satisfaction is an important function of all economic activity. 

Man as Producer . As a producer, man fulfills three distinct func¬ 
tions. (1) The most fundamental of these is that of supplying labor, 
commonly defined in economic science as any human effort that com¬ 
mands a price. But labor is not the only human factor of production. 
(2) There is also the function of determining the quantity and quality 
in which labor and other factors of production—land and capital— 
shall be combined in a specific productive process or business unit. 
T his function of proportioning the factors of production, together with 
that of initiating the business before it is started and assuming its 
supreme direction once this has been done, is called managerial or 
entrepreneurial; and the person who fulfills it, a manager or an entre¬ 
preneur. (3) Capital and land, which together with labor and enter¬ 
prise make up the four factors of production, do not appear on the 
economic scene as inanimate things. Their relevance to the productive 
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process is based on their ability to provide services, just as is true of labor 
and entrepreneur. Under the iaw, there is generally somebody who holds 
legal title to land and capital and thus controls the services they provide. 
I fc may withhold them or provide them more freely. This person, the pro¬ 
prietor, is sometimes a natural person, sometimes a corporate entity. As 
corporations, in the last analysis, arc controlled by human beings, the hu¬ 
man factor is thus important also for this aspect of the productive process. 

Mon as Consumer . In a society where a low level of material welfare 
prevails (w here, in other words, consumption just barely suffices to meet 
the elemental requirements of existence) man’s function as producer stands 
out. If poverty is the rule, principal attention is placed on goods immedi¬ 
ately' available for consumption, and what is produced will most readily be 
consumed. In more advanced societies, this may tend to be different. Where 
wealth has been accumulated and the standard of living is high, it may be¬ 
come more difficult to dispose of current production. This difficulty may 
be allayed, to some extent, under conditions of vigorous population growth. 
If every year there is a substantial natural increase in the population, for a 
relatively long period the newcomers will be relevant as consumers only 
and not as producers. There will thus be a greater opportunity for finding 
markets that absorb current output than is true when the population is de¬ 
clining, stationary, or when its rate of growth is falling. 

Relevant Population Characteristics. Birth and death rates, age distri¬ 
bution, migration, population grow th and decline—all are matters that fall 
under the heading of quantity. They will be discussed in the next section 
in greater detail. But important also is the quality of the population and its 
distribution. The health and education of the population arc characteristics 
that stain! out most strikingly in an appraisal of its economic significance. 
A discussion of these aspects will conclude this chapter. 

QUANTITY OF THE POPULATION 

Tools of Measurement. The more important measurements usually ap¬ 
plied to ascertain population quantities are birth rates, death rates, infant 
mortality rates, and rates of natural increase. A rate indicates a quantity in 
its relation to another quantity. 'Thus, birth and death rates give the num¬ 
bers of births and deaths in a given year per thousand people. Infant mor¬ 
tality rates give the number of babies who die below' the age of one per 
thousand live births in a given year. Rates of natural increase are the excess 
of birth rates over death rates. 

Where Do We Stand? The population of the world has grown at a 
rapid rate during the past three centuries. There w ere less than half a billion 
people in the world >00 years ago, and there are now' close to 3 billion. 
Cirow th has been facilitated by the development of health care and popular 
hygiene, by technology, trade, and economic progress. But it has, by the 
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same token, promoted in its turn these developments. Industrial progress 
seems to go hand in hand with large agglomerations of people, urbanization, 
and the growth of mass consumption and production. 

The population of the world is at present increasing at a rate of over I 
per cent, perhaps 1.7 per cent, per year. Growth at this rate, provided that 
it continues, means duplication in about forty years. It is,not certain, how 
ever, whether world population will continue to grow at the same rate in 
the future, although during the centuries of the immediate past the rate has 
been increasing steadily, having perhaps doubled over the past hundred 
years. This over-all rate, which reflects the grow th of the population of the 
w hole world, does not hold true at all places. There are 'mportant differ¬ 
ences between regions and peoples, some increasing at a faster and others 
at a shnver rate. Indeed, since the turn of the century, the rate of population 
growth—not the population—has declined in many countries and perhaps 
w ill continue to do so in the future. 

In Europe (including U.S.S.R.), for example, the population increased 
by 19 per cent from 1900 to 1925, and by 14 per cent only from 1925-50. 
In America north of Mexico the increase w as 56 per cent in the first quarter- 
century, and 33 per cent in the second. However, in such parts of the world 
as Africa, Asia, and Latin America the percentage increase during the sec¬ 
ond quarter was substantially larger than during the first. 

The data indicate that the decline in the rate of population growth was 
especially pronounced in western Europe. Until recently, such a decline 
has been a characteristic feature also of the United States. Where such a 
decline occurs, it reflects a long-time fall of both birth and death rates, with 
birth rates falling faster than death rates. To bring this disproportionate 
fall of the tw o rates into sharper relief, we may distinguish between the 
advanced countries and the underdeveloped countries. In many highly de¬ 
veloped countries the decline in death rates w as more pronounced during 
earlier decades at a time when the more important advances in medical sci¬ 
ence and care were made. In the backward countries, how ever, where it is 
only now' that these advances are felt, there is still great opportunity for a 
further decline of the death rate. In these countries, population growth now 
is most vigorous. In the advanced countries of w estern Europe, on the other 
hand, population growth is slowing down; the decline in the death rate is 
primarily an event that occurred in the past and is no longer strong enough 
to offset to a significant extent the decline of the birth rate. In the less ad¬ 
vanced countries, birth rates as yet do not go dow n so fast, and there the 
current decline in death rates is more pronounced. 

What applies to the world as a whole is also true within the confines 
°f a single country. In its more highly developed parts the decline in the 
rate of grow th is most impressive, because there the fall of birth rates is 
niorc rapid than that of death rates: the latter movement has spent itself 
largely in the past. The same is also true of different socio-economic groups 
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within a given region: people on the top level, defined in social or economic 
terms, tend to have few er children than the poor, and among them death 
rates arc not declining very fast any longer. 

There is some evidence that the decline in birth rates is due to voluntary 
restriction, not to any deterioration of fertility. Voluntary restriction ap¬ 
parently is practiced more widely and more successfully among people of 
higher social and economic status. Hence a situation has arisen where many 
of those who financially can best afford parenthood have a small number 
of children. 'Hiis statement holds true also in a somewhat different sense: 
many countries which are materially well off have low birth rates, and those 
which are poor have high ones. 

Population Data. In the quarter century between the outbreak of 
W orld Wars f and II, birth rates in the United States fell from 25 to 18, 
w hile death rates declined from 14 to 11. The difference between both 
rathes thus continuously grew smaller. So it w r as in other advanced coun¬ 
tries. In England and Wales, for example, birth rates declined from 22 
to 16, and death rates from 14 to 12 during the same period. But in a 
counrry like India, birth rates fell from 39 to 34 and death rates from 30 
to 22; there the impact of advances in health care and popular hygiene is 
of most recent origin and the use of restrictions on parenthood not wide¬ 
spread. Therefore the difference between birth and death rates actually in¬ 
creased, making for a faster rare of natural grow th. A country like India 
represents the extreme case; other countries hold middle ground between 
India and the advanced countries of western Europe. Relative differences 
in the decline of birth and death rates indicate fairly safely the respective 
stages of economic development among different countries. 

I he United States birth rate, which had reached a low of 16.6 in 1933, 
recovered to 25 in 1953, returning to a level which had prevailed in 1915. 

I hroughout the 1950’s, the birth rate continued at this high level of 24 and 
above. 1 he death rate, 14 in 1915, is now less than 10. This accounts for a 
present rate of natural increase of 17, w hich is about the same as the rate 
of natural increase for the rest of the world. The development in the United 
States is shown in Eii>-. 1. 

I he upsurge of the birth rate reflects, first of all, a rapid rise of the 
marriage rate. Relatively more people marry, and they do so at an earlier 
age than w as true in the past. It appears also that many families have revised 
previously prevailing ideas about the desirable number of children. Since 
the early forties, there has been an increase in the birth rates, not only of 
first and second children, but of third and fourth children as well. The 
identification of the factors responsible for this new attitude raises many 
questions without providing conclusive answers. 

Perhaps the style of life in the suburbs, the residence of over 50 million 
people in I960, has something to do with it. Another factor may be the high 
level of economic prosperity prevailing since the early forties and the bene- 



POPULATION PROBLEMS 23 

fits which this has conveyed upon low- and middle-income groups. Inciden¬ 
tally, it is interesting to note that the increasing employment of women in 
jobs outside of the home has not proved an obstacle to rising birth rates. 

The rise of the birth rate in the United States has been attended by cir¬ 
cumstances which may compel a re-examination of previously held notions 
concerning the widespread importance of differential birth rites. Appar¬ 
ently, birth rates are no longer negatively correlated with income, educa¬ 
tion, and social status to the extent to which this was true before World 
War II. Percentagewise the increase in birth rates was most pronounced in 
nonfarm areas and in states characterized bv 'ow rates. This .has significantly 
reduced the rural-urban birth-rate differential, so much so rhat • .r the first 
time in about fifty years, the urban population has been able to maintain its 
numerical strength without reliance on migration from the rural areas. 


Unhi d States Vital Statistics 



HG. l. Notice the upsurge of the birth rate since the mid-forties, the relative stability of the 
death rate in recent decades, and the temporary rise of the marriage rate after World War II. 
Source: Department of Health, Education, and Welfare, Public Health Service, National Office of 
Vital Statistics. From Statistical Abstract, 1960, p. 51. 

The Population Outlook . With the world adding approximately 50 
million people, more than the population of France, to its numbers every 
year, and with the rates of natural increase widely differing from country 
to country, the distribution of the world’s population is likely to undergo 
profound changes in the decades to come. 
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Communist China, the country with the largest population, estimated at 
over 650 million for 1960, may reach 800 million by 1970, and 900 million 
by 1975. India, second largest in terms of population, had over 400 million in 
I960, and may have over 500 million in 1970 and over 550 million in 1975. 
Soviet Russia, 215 million in 1960, may increase to 254 million and 275 mil¬ 
lion in 1970 and 1975 respectively. The United States population, approxi¬ 
mately 180 million in 1960, may have passed the 200-million mark by 1970, 
and may reach 217 million in 1975. 

If present tendencies continue, Asia will hold 60 per cent of the world’s 
population by the year 2000. The share of Europe, now about 14 per cent, 
will have fallen to 10. About the same share will then be held by Latin 
America, with North America constituting an estimated 5 per cent. AH 
this, in conjunction with the diffusion of industry throughout the world, is 
liable to weaken the leading position of the old centers of Western civiliza¬ 
tion. 1 low ever, it is by no means certain that population growth in Asia 
will continue at the same rates which were observed in the past. Possibly, 
as industrialization and urbanization proceed, they will be accompanied by 
low er birth rates, as they were in the West. Some countries have adopted 
policies of restricting the potential number of their people by practices 
about which opinion in the West is divided, as the teachings of some of 
the great religions reject birth control. Japan, which has gone farther than 
any other country in this respect, has legalized both abortion and birth 
control, and its birth rate has fallen from 34 in the late 1940’s to half that 
much ten years later. Similar aims are pursued in India, where the govern¬ 
ment pays a premium for sterilization and subsidizes the sale of contra¬ 
ceptives. Although there were at times, during the 1950’s, similar policies 
advocated in Communist China, these have been abandoned after some 
vacillations. The official communist doctrine opposes restrictions on popu¬ 
lation growth and adheres to the belief that speedy industrialization can 
provide for unlimited numbers of people. 

Population Movements . Birth and death rates are not the only factors 
that determine population growth and decline. The size of the population 
is also allected by immigration and emigration. Much of the population 
growth of the United States until World War I w as the result of liberal 
immigration policies. Immigration w as completely unrestrained until 1882. 
Since then, it has gradually been subjected to curbs of increasing severity. 

1 his was done in two stages. I here was, first, an ever-multiplying enumera¬ 
tion of ineligible persons, a policy w hich in 1917 culminated in the require¬ 
ment of a literacy test, introduced by legislation passed over the veto of 
three Presidents. Y inally, in 1921, the quota system was established, which 
in its present form distributes a total annual quota of 154,000 immigrants 
among the various countries in the same proportion in w hich these had made 
contributions to the American stock in 1920. The bulk of the quota goes to 
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the countries of northern Europe. As a result of administrative practice, the 
total quota is never filled, and immigration has ceased to be of significance 
with respect to the quantity of the United States population. The foreign- 
born population is steadily declining. While in 1910 it w as still close to 15 
per cent of the total population, it is now less than 7 per cent. 

Many pieces of immigration legislation enacted during the past few 
decades have been codified in the Immigration and Nationality Act of 1952, 
uenerally known as the McCarran-Walter Act. 1 his act, which w as passed 
over a presidential veto, reaffirms the spirit of restrictionism that had been 
rampant since the close of World War I. i he President, in his veto message, 
pointed out that “the bill would make it even more difficult ir. enter our 
country. Our resident aliens would be more easily separated Horn homes 
and families under grounds of deportation, both new' and old, which would 
specifically be made retroactive. Admission to our citizenship would be 
made more difficult; expulsion from our citizenship would be made easier. 
Certain rights of native-born, first-generation Americans would be limited. 
All our citizens returning from abroad would be subjected to serious risk 
of unreasonable invasions of privacy. Seldom has a bill exhibited the dis¬ 
trust evidenced here for citizens and aliens alike—at a time when we need 
unity at home and the confidence of our friends abroad.” Movements are 
afoot for a liberalization of the McCarran-Walter Act to bring our present 
attitude toward immigrants and naturalized citizens more in line with the 
great American tradition, but so far they have not been successful. 

Numerically more important than permanent immigration to the United 
States is the seasonal inflow of farm labor from Mexico, which every year 
brings over 400,000 farm hands to the Southw est and many other parts of 
the country. The admission of these people—formerly known as “wet¬ 
backs” because they sought entry by swimming or wading the Rio Grande 
—has been regularized in response to the needs of the employers, but their 
economic position is a highly precarious one, and they arc considered a 
threat to the status of domestic farm labor. 

The liberal institutions of the nineteenth century were more favorable 
to population movements than is the spirit of economic nationalism which 
characterizes our present age. Under liberalism the obstacle to migration 
represented by national boundaries had all but faded away; those who 
wanted to move in response to economic opportunities enjoyed a large 
measure of freedom to do so. Population movements on the whole reflected 
the push of economic adversity in the country of origin and the pull of 
economic opportunity in the country of destination. Except for national 
calamities such as the potato famines in Ireland in the late 1840’s, the im¬ 
migration movement to the United States has apparently been dominated 
by highly favorable conditions in the country of destination, the pull prov¬ 
ing stronger than any push. During the nineteenth and early tw entieth 
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centuries, United States immigration has, on the whole, followed fairly 
closely the fluctuations of business activity in the United States, falling off 
in bad times and increasing during periods of prosperity. 

The movement of immigrants to the United States was accompanied 
by a heavy inflow of capital, which often originated in the same country 
that also contributed the immigrants. About two thirds of all British emi¬ 
grants between 1870 and 1900 went to the United States, which at that 
time was Britain’s principal debtor. The w aves of capital, together with 
those of immigration, tended to increase during prosperity and to decline 
during depressions. In a capital-exporting country such as Britain, emigra¬ 
tion tended to reduce the domestic capital requirements, especially for 
housing, while in the United States the increase in the labor force, swollen 
by immigration, held in check the cost of labor and of investment, ac¬ 
celerated the development of the country and induced additional invest¬ 
ment to house and equip the new comers. Indeed, during the long period 
from about 1850 to the beginning of World War I, a peak of building 
activity in the United States tended to coincide with a trough of build¬ 
ing activity in the United Kingdom; and troughs in the United Kingdom 
coincided w ith peaks in the United States. 1 

During the nineteenth century, people w ho w r ere located in countries 
where their productivity was low” were free to move to countries w r here 
their productivity would be higher. Low-productivity countries are over¬ 
populated; high-productivity countries, underpopulated. Both concepts arc 
relative in a twofold sense: there is over- or underpopulation of a given 
country only in relation to other countries; and, with a given population, 
a country may be over- or underpopulated, depending upon the quality of 
its population, available capital equipment and natural resources, and the 
state of technology. Overpopulation often is the symptom of profound 
maladjustments which could be cured by means of a more adequate social 
organization, improvements in education and technology, and more ample 
provisions for capital equipment. 

Population density is no indication of a country’s over- or underpopu¬ 
lation. Both the United Kingdom and Australia enjoy a standard of living 
which compares not unfavorably with that in the United States. This they 
do in spite of the fact that ten times as many people live on a square mile 
of Knglish land and that one square mile in Australia is inhabited by one 
twentieth of the number of people who occupy the same area in the United 
Stares. 1 he population densities which prevail in the different countries 
would be comparable only if all other relevant factors were alike: quality 

1 See Hurry Jerome, Migration and Business Cycles (New York: National Bureau 
of Economic Research, 1926), p. 208; A. K. Cairncross, Home and Foreign Invest¬ 
ment is:n /y/> (Cambridge, England: University Press, 1955), pp. 209 ff.; Brinlcy 
Thomas, Migration and Economic Growth: A Study of Great Britain and the Atlantic 
Economy (Cambridge, 1 ngland: University Press, 1954), pp. 175 ff. 
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of the population, natural resources, capital equipment, technology, and 
economically relevant social and political organization. A country in which 
these factors are conducive to high-level productivity may enjoy the same 
standard of living which prevails in other countries with cither higher or 
lower population density. 

The Optimum Population . The idea of an optimum population has of 
late come into wider usage. It can be given two different interpretations. 
The optimum may, in the first place, be considered from the point of view 
of a citizen of the world. Emphasis is then placed on the distribution of the 
total world population, and the cosmopoliten optimum pre- ails when there 
is no national difference in the marginal productivity of labor-—that is, 
w hen the value of an extra worker’s contribution to the national output 
is the same everywhere. T he total productivity of labor throughout the 
world would be maximized under such conditions, and there would then 
be no further inducement to emigration and immigration. Countries w hich 
were over- or underpopulated would cease to be so. Such equalization of 
marginal productivities could come about not only through population 
movements. Overpopulation, as has been seen, is often an indication of mal¬ 
adjustments of various types which depress productivity. Low-produc¬ 
tivity countries can improve their status not only through emigration but 
also, and often better so, through social and economic reorganization, more 
ample provisions of capital, and improvements in education. 

In another sense, people refer to the concept of optimum population 
from the point of view of a single country. This is an analogy to the op¬ 
timum combination of the factors of production in the firm. In microeco¬ 
nomics the optimum is defined in terms of maximum total profits. At first 
glance, it may seem appropriate to define the population optimum in terms 
of maximum total income. This would be rather meaningless, how ever, be¬ 
cause the total size of the income is relevant only in relation to the number 
of persons among w hom it is distributed. For this reason, it may seem pref¬ 
erable to define the population optimum in terms of maximum per capita 
income; it would then refer to a situation where an increase or decrease 
of the population would spell lower per capita incomes. In practice, how¬ 
ever, no country’s population policy is based on the consideration of an 
optimum defined exclusively in economic terms. Such divers motives as 
welfare, pow er, and prestige play an important role in these matters. Gov¬ 
ernments that are more welfare-conscious may define as optimum a situa¬ 
tion in which indexes of social well-being, such as the standard of living or 
family budgets of representative groups, are maximized. Governments that 
arc inspired by other motives may consider as optimum a population whose 
strategic value is greatest. In any event, it w 7 ill generally be difficult to 
evaluate numerically the optimum. Technologies and the application of 
capital change all the time in advanced societies, and their change is in turn 
a function of many variables, including the size of the population. Such 
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change entails re-evaluation of the optimum, a concept which thus has little 
meaning in an operational sense—that is, it is extremely difficult, if not im¬ 
possible, to calculate it numerically. 

Population and Economic Theory . If one wants to express in a nut 
shell the changing attitude of the economics profession to population 
grow th, one can say that the older economists were more concerned with 
the limits of production w hile the new er ones emphasize the apparently 
endless horizon of consumption. 'The shift in emphasis reflects the great 
advances in technology and production which have characterized the devel¬ 
opment in western Kurope and North America since the Industrial Revolu¬ 
tion. Alost economic ideas have sprung from these regions of the world. 
One hundred and fifty years ago the British economist Thomas R. Malthus 
(1766-1 H.H) expressed fear that the increase in population would tend to 
outrun available food supplies. Population, so he taught, would be kept 
w ithin the limits of subsistence only by the operation of “checks”—i.e., 
vice, misery, and moral restraint. Vice and misery would operate by killing 
people off; moral restraint would prevent them from being born. Malthus’ 
view s came to serve as a rationalization of the reactionary ideology of his 
rime. They were helpful in obstructing attempts at improving British poor 
relic! and measures aiming at social reform. In the light of Malthus’ teach¬ 
ing, such policies appeared worse than useless. Their harmful and obnox¬ 
ious character resulted from the fact that they would have impeded the 
operation of the checks and thus have caused food supplies to fall short 
ot the requirements of an ever-growing population. Malthus’ doctrine 
seemed to gain powerful support from the hnv of diminishing returns, 
which pointed towards a decline in agricultural output per unit of a swiftly 
increasing farm labor force. 

Malthus' view s w ere immediately attacked, especially by men of dif¬ 
ferent political leanings. 1 hey have, nevertheless, exerted a powerful influ¬ 
ence on the thinking of many generations. We arc still captives in the house 
that Alalrluis built when we, as so many of us do, associate a small popula¬ 
tion or low density of population with a high standard of living. Malthus 
assumed a niggardliness of nature which did not prove true in those parts 
ot the world where modern technologies w ere applied to agriculture. Bc- 
toie the advent ot \\ orld \\ ar II, there w as an ovcrsupply of agricultural 
staples ar the international markets, brought about, to be sure, not only by 
impi o\ cments in agricultural technology but also by the protectionistic 
policies of many countries which stimulated the production of foodstuffs. 
During the 195()'s, complaints were heard again in many parts of the world 
about agricultural surpluses. 

If, in the future, population growth should outrun available resources, 
one would perhaps be more inclined to be concerned about the depletion 
of exhaustible resources, coal and oil in particular, than about food re¬ 
sources. But the need for exhaustible resources is a function of evcr-chanij- 
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jng technologies; technological progress may well enable us to dispense 
w ith those which have become more fully depleted. To be on the safe- 
side, however, policies of conservation commend themselves and deserve 
the support of all good citizens. Many thoughtful scholars are deeply con¬ 
cerned about the prospects of a world that squanders its heritage of natural 
resources. 

In some underdeveloped countries rapid population growth is consid¬ 
ered a serious obstacle to economic progress. The position in which these 
countries find themselves is more fully discussed elsew here in this book (see 
p. 619). In the United States, w here capital and natural resources arc 
plentiful, vigorous population grow th constitutes no rnniru-'r threat to 
the economy. Contrariwise, such growth has a number of desirable eco¬ 
nomic effects. It facilitates adjustment to technological change and stimu¬ 
lates the demand for capital. 

Population Growth Minimizes Need for Adjustments . (1) The one 

effect, and there is little dispute about this, is related to technological change 
and growth. If such changes occur—if, for example, a given amount of 
food can be produced with the help of fewer resources—there would, un¬ 
der the price system, take place a movement of productive resources away 
from, say, wheat production, and into other employments. T his would 
happen under the influence of economic incentives which place a higher 
value and reward on the additional production of something other than 
w hear, be it a good or service. Now 7 , a movement of this type may be rather 
painful for those owners of resources (land, labor, capital) w ho have to do 
the moving. Workers may have to acquire new skills, and land and capital 
may have to be put to a new 7 use. Sometimes this may not be possible at all, 
when, for example, workers are not capable of acquiring new' skills, and 
w hen there are no alternative uses for certain types of land or capital. Hard¬ 
ships are thus involved w hen adjustments arc carried out, and still greater 
hardships, when they are not carried out. 

Now , under conditions of vigorous population growth, the need for 
adjustments of this type will be minimized. Even though the per capita 
consumption of the commodity w hich can be produced more efficiently 
may remain constant, it may not be necessary to shift resources to any 
great extent if the increased output can be absorbed by additional people. 
In this w av the clash between progress—larger output per factor input— 
and security—stable employment and assured income—may be cased. That 
is w hat has happened in countless instances since the Industrial Revolution. 

Population Growth and Demand for Capital. (2) People must be 
housed, fed, and equipped with tools to do their w'ork. If their number 
increases rapidly, so w ill the demand for capital. Lord Keynes at one time 
estimated that in the fifty years before World War I, nearly one half of 
the entire British investment of capital w'as required to provide shelter, to 
feed, and to prepare jobs for the increase in the population. Experts are 
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inclined to calculate a somewhat lower estimate for the United States. 
1 low ever, during the Great Depression of the 1930’s, when the demand for 
capital was heavily reduced, there also occurred an unprecedented decline 
in population growth, and many observers established a causal relationship 
between the two phenomena. For the first time since the founding of the 
Republic, this decade saw a huge decline in the absolute numbers of the 
decennial increment to the population, from 17 million in the 1920’s to less 
than 9 million in the 1930’s. 

Adjustments to the Population Upsurge . For the time being, at least, 
the economic consequences of a declining rate of population growth are 
only of academic interest in the United States. The upsurge of the birth 
rate has raised the percentage grow th of the population to almost 15 per 
cent during the forties, compared with 7 per cent during the preceding 
decade. In absolute numbers the increment rose from 9 million during the 
thirties to 19 million during the forties. The population increment for the 
decade of the fifties w as in the neighborhood of 30 million. 

The persistent increase in the birth rate caught many students of popu¬ 
lation statistics by surprise. Virtually all estimates w hich had been made of 
the future population of the United States proved WTong. As late as in 1946 
the bureau of the Census indicated 165 million as our probable peak popu¬ 
lation, to be reached about 1990. Actually, our population has grow n to 
that si/e within less than ten years after the forecast w as made. The fact 
that we live in a rapidly expanding, dynamic economy has dispelled much 
of the gloom generated during the depression years of the thirties, with 
their low' rate of population grow th. A rapidly rising population is no 
threat to our living standards, because our output of goods and services in¬ 
creases much faster, perhaps twice as fast. Only the future can tell w hether, 
and to what extent, a quickly increasing population w ill have to face cer¬ 
tain shortages of materials. It is possible, for example, that w ithin fifteen or 
twenty years the availability of ordinary water will constitute a major re¬ 
source problem. This might be resolved by the conversion of sea w ater into 
fresh water, a process the cost of which has been much reduced over the 
past several decades and on which further progress is expected. With re¬ 
spect to energy requirements, it has been estimated that the production of 
mineral fuels will have to be doubled from 195S to 1975 to meet the demand 
for energy, possibly to be doubled again during the period from 1975 to 
2000. While there are lai *ge domestic reserves of many minerals, the demand 
for certain others requires imports. Population growth is just one of the 
determinants of our future mineral requirements. In addition, there must 
be considered such matters as substitution among minerals, for example, of 
aluminum for copper and iron, substitution of synthetic materials for min¬ 
erals, the more efficient recovery of minerals, and their more efficient use. 
Improvements along all of these lines make it unlikely that there w ill be 
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shortages within the next few decades, but a policy of conservation to take 
care of the needs of the generations yet to come is no doubt called for." 

With respect to requirements for other goods and services, upward re¬ 
visions must be made because of the requirements of young people, now so 
much larger in number than was expected only a few decades ago (see hig. 
2). There will be occasion to refer to some of these matters in the follow mg 
section. 

Population Growth in thf United Statks, and Act Composii,o\ 

OF THE POPU/ \riON 

MILLIONS 



1940 1945 1950 1955 1960 1965 1970 1975 

FIG. 2. Note the increase in the number of young people. Figures for 1940-56 are from Census 
data, with Census protections to 1975. From Metropolitan Life Insurance Company, Statistical 
Bulletin January, 1957, p. 6. 

QUALITY OF THE POPULATION 

Health and education stand out among the qualities of the population 
w hich arc most relevant to the economist. This is so because health and 
education arc important determinants of productivity. Both in education 
and health care the United States ranks high. This does not mean that per- 

- See “Resources for a Growing Population,” U.S. Department of the Interior, 
Annual Report , 1959 (Washington, D.C.: U.S. Government Printing Office, I960); 

I dward A. Ackerman, “Water Resources in the United States,” Resources for the 
Future, Inc., Reprint Series No. 6 (1958); Irving K. Fox, “National Water Resources 
Policy Issues,” Lau' and Contemporary Problems , Vol. XXII, No. 3 (Summer, 1957). 
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faction prevails. United States standards , high as they are compared with 
accomplishments in many other parts of the world, can still be improved. 

Health. Turning first to health standards the student is confronted 
with the difficulty of finding a suitable denominator to express the level 
prevailing in different countries. Infant mortality rates, or the average life 
expectancy, are perhaps as good a criterion as can be found for ascertaining 
differences in conditions. The infant mortality rate of the United States was 
26.3 in 1957—a low rate compared with rates of 100 and more in under¬ 
developed countries, but nevertheless slightly higher than the rates in the 
United Kingdom, Denmark, Switzerland, Norway, Australia, and New' 
Zealand, and substantially higher than the rates of 17.2 and 17.4 recorded 
for the Netherlands and Sw eden. These rates, it w ill be remembered, indi¬ 
cate the deaths of infants under one year of age per 1,000 live births. They 
are a good index of health and hygiene, access to medical facilities, and 
general social conditions. 

We are also fortunate in having a high life expectancy (sec Fig. 3). A 
male, w'hite baby, born in the United States in the mid-fifties, can expect 
to reach the age of 67.3, six more years than a male, nonwhite baby. Only 
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a baby born in England or New Zealand would have a slightly better 
chance, but if it were to be born in Denmark, Sweden, or Norway, his 
chance would improve by 2 % to 4 years. In South America, on the other 
hand, the average life expectancy is rarely more than 40 years; in India, 
rarely more than 30. 

Education. In the field of education, the situation is by no means un¬ 
favorable, but here special problems arc posed by the huge increase of the* 
population of school age and the need to maintain and improve the quality 
of our education. Close to 50 per cent of the adult population of the world 
cannot read. In the United States, the illiie icy rate is less than 3 pci 100 
people, 14 years and over, although this proportion varies by n nrions and 
is higher in the South. In the United States, as many as 99 per cent of all 
youngsters in their early teens attend school; in Brazil only one third of the 
population of school age docs so. In the United States the median number 
of years of school completed among adults aged 25 or older is close to 11 
years. 

In the field of secondary education, the United States, with slightly over 
50 students per 1,000 of population, still holds first place, but this honor it 
now shares with England, where the figures have markedly improved in 
recent years. The other major countries of western Europe show similar 
improvements. The rates for France (27), West Germany (24), and Italy 
(15) arc still much below the United States rate, but the gap has become 
narrower of late. In higher education, the United States tow ers above the 
rest of the w'orld. Its rate of 20 students per 1,000 of population is four times 
that of the Soviet Union and from seven to ten times those of the three 
principal countries of western Europe. 

These figures, as well as the health data, reflect the high incomes of the 
people in the United States. Advanced standards of health and education 
raise productivity and earning capacity and thus make for high incomes. 
These, in turn, facilitate liberal expenditures for health and education. 
While the general level is high in these respects, there arc, of course, con- 
considerable differences, regionally and otherwise, in standards of health 
and education. Often poor people are the victims of a vicious cycle. Their 
income is low, because their productivity is depressed on account of de¬ 
fective health and education; to improve these, higher incomes are required. 
As higher incomes are not forthcoming, health and educational standards 
remain what they are. For this reason, it is generally considered the duty of 
the government to make available to all citizens, regardless of income, cer¬ 
tain minimum facilities for the improvement of their education and for pro¬ 
tection from health hazards. 

Educational facilities are unevenly distributed throughout the nation, 
and the funds wdiich are available in the various states and regions of states 
per capita of the students vary w idely. As of 1956 the average annual ex¬ 
penditure per pupil in public elementary and secondary schools ranged 
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from over $400 in New York to $157 in Mississippi. The rapid increase 
in the population of school age has aggravated the problem of providing 
adequate Educational facilities to our children. Total elementary and high 
school enrollment has risen from 30 million in the early 1950 s to over 40 
million in the early I960’s. Classrooms are overcrowded and there is a short¬ 
age estimated at over 130,000. Owing to low teachers’ salaries and unat¬ 
tractive working conditions, there is a shortage of over 100,000 elementary- 
school teachers. College enrollments, close to 4 million in the early 1960 s, 
inay ranch 7 million ten years later. 

Total expenditures on formal education in the United States have for 
thirty years been a fairly constant 3.5 per cent of the gross national product. 
To take care of the rise in enrollment, the percentage will have to rise to 
an estimated 5 per cent by 1967.* Most state and local governments have 
financial resources that arc inadequate to cope with a problem of this mag¬ 
nitude. Moreover, the movement of the population to the suburbs has made 
the problem still more complex, since many of the new residential areas 
have educational facilities that arc geared to a much smaller school popula¬ 
tion. Furthermore, the increase in interest rates has greatly added to the 
cost of borrowing, and in many communities there is widespread resistance 
to the issue of school bonds. 

In this situation, many thoughtful observers have felt that only a pro¬ 
gram of federal aid can bring an adequate solution. Indeed, bills calling for 
general federal aid to education have frequently been introduced in the 
Congress, but only special programs with limited purposes were allowed to 
pass. 1 Flic failure of general legislation authorizing federal aid for the na¬ 
tion’s schools is due to the desire to economize as well as to the controversial 
character of such legislation with respect to desegregation, the coverage of 
denominational schools, and the alleged dangers arising from federal sup¬ 
port of local education. 

High Productivity of the American People. As has been pointed out 
the quality of the American people accounts in part for their high eco¬ 
nomic productivity (sec Fig. 4). Productivity is ability to produce goods 
and services. It is measured in terms of output per man-day or man-hour, or 
in terms of man-days or man-hours per unit of output. A coal miner, for 
example, produces ten tons of coal per day in the United States, but only 
one ton in Britain. Health and education are, of course, not the only factors 
w hich account for American superiority. British mines arc deeper than 
ours. Moreover the advantage of the American worker is, to a large part, 
due to his superior equipment. In many lines of productive activity, Ameri- 


'* l he Pursuit of Excellence: Education and the Future of America , Rockefeller 
Brothers Fund, Special Studies Project Report V (New York: Doublcdav & Co., 1958), 
P* . 

‘l or a discussion of the National Defense 1 ducarion Act of 1958, sec Daniel P. 
Moynihan, A Second Look at the School Panic," Reporter , June 11 , 1959, pp. 14 ff. 
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can superior productivity is the result of the size of the market. The United 
States, a vast free-trade area, makes it possible for firms to develop along 
highly specialized lines, more so than would be feasible if the firms had to 
cater to a small market. By the same token the scale of production can be 
large enough to absorb the advantages which often go with*size. The most 
impressive indication of the American people’s high economic producth uy 
is the per capita income, which is higher than anywhere else in the work!. 

During the late forties, a large number of European obsei vers—so -cjled 
productivity teams—were invited to conic to the United States and study 

Indexes of Rkal Product per Man-Hoi k (1 H7-T - - u 0) 

Index 



FIG. 4. Technological progress, rising equipment with capital, and improvements in the quality 
of the labor force account for the upward trend of the productivity of labor, as measured by 
output per man-hour. For the period depicted in the chart, the average annual percentage increase 
in productivity was 2.3 for the total private economy, 2.1 for agriculture, and 2.0 for non¬ 
agriculture. From U.S. Department of Labor, Bulletin No. 1249, 1959, p. 19. 
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American methods of production with the view of finding out the secret 
of American productivity'. It is interesting to note that these observers, 
while not neglecting the other factors listed above, emphasized “the effec¬ 
tive use of human labor” as “the most distinctive characteristic of American 
industry.” “Rather than machines,” the British coal-mining team observed, 
“we should like to sec injected into British industry the sense of adven¬ 
turous urgency which characterizes the American attitude . .. and is found 
in management and men alike.” Other observers reported cases where iden¬ 
tical capital equipment was used in the United States and abroad, “but 
typically the foreign plant was found to employ two or three times as many 
employees as the American plant in attaining the same output.””’ 

DISTRIBUTION OF THE POPULATION 

People can be classified from various points of view, and while not all 
of them are economically relevant, some of them are so. Wc will now con¬ 
sider the classification, or distribution, of the population by certain per¬ 
sonal characteristics, by residence, and by occupational status. 

Distribution by Personal Characteristics. Some personal characteris¬ 
tics, such as health and education, arc of great economic significance; they 
have been considered in the preceding section. Characteristics like health 
and education are of special importance also, because they can be changed 
by public policies. I his does not apply to other characteristics which, like 
color, race, or nativity, arc beyond the power of the policy maker to 
change. All that the latter may do is to influence the number of “carriers” 
of such characteristics by way of immigration policies. 

People who are members of a minority because of their color, race, or 
nativity are often subject to special exploitation and discrimination; they 
supply a large proportion of what, tor this reason, is called substandard 
labor. No wonder that organized labor in the United States was the prin¬ 
cipal group which, during the last quarter of the nineteenth century, ex¬ 
erted pressure in favor of immigration restrictions. Immigrant workers 
often proved more docile, and less exacting in their wage requirements, 
than native labor. 

1 he cost of prejudice against minority groups is high. The Negro group 
sufleis from discrimination more than any other racial clement in the United 
States. Apart from the political and moral issues involved, discrimination is 
economically wasteful. If Negro labor is refused entry into certain employ¬ 
ments, this reduces total output by the potential contribution which the 
minoiity group could make in the absence of discrimination. It appears 
likely that here would be an increase in the value of production amounting 
to $20 to >0 billion, if the Negroes were employed at their highest skill. 

Robert W. Smuts, European Impressions of the American Worker (New York- 
Kmii s Crow n Press, lv> ? >. 
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Negro labor is disproportionately concentrated in unskilled, service, and 
agricultural jobs. Productivity in these employments is often low. Only 
about 9 per cent of Negro men, as compared with approximately 33 per 
cent of white men, were in 1950 engaged in professional, scmiprofcssional, 
proprietary, managerial, and clerical and sales occupations. Skilled crafts¬ 
men represented 19 per cent of employed w hite men but only 8 per cent 
of employed colored men. Racial discrimination is by no means practiced 
only by employers. Many local unions discriminate in admission on racial 
grounds or segregate their members. 

Frequently Negroes are handicapped bv inadequate education. The 
median period of school attendance of non white people aged 25 and over 
w as 6.9 years in 1950, compared w ith 9.7 years for white persons. In states 
such as Mississippi, Arizona, and Louisiana, the years of school attendance 
of the nonwhite persons add up to a period little more than half of that of 
the white. 

About one eighth of the nomvhites reside in states and municipalities 
w hich have enacted fair employment laws or ordinances, follow ing the 
wartime federal antidiscrimination policy and the enactment of the New 
York State law against discrimination on March 12, 1945. The effectiveness 
of this legislation varies, but there is little doubt that it has opened up many 
new 7 opportunities formerly closed to the Negroes.* 5 

Another personal characteristic that is of considerable economic im¬ 
portance is the age distribution of the population. As both birth and death 
rates have declined over a long period of our past, it is not surprising that 
the median age of the population has been on the rise until the early 1950’s, 
when it reached a maximum of 30.2 years. Since then the effects of the up¬ 
surge of the birth rate have made themselves felt in the form of a slowly 
declining median age. There has been substantial increase also in the pro¬ 
portion of the aged people, and this is likely to continue in the years ahead. 
The percentage of persons aged 65 years and over has doubled from 1900 
to 1950, reaching 8.2 per cent at mid-century. Old age insurance is thus 
becoming important for a growing segment of the population, and the pro¬ 
visions designed to finance it, be it by means of individual thrift or public 
policy, assume increasing importance for the economy. 

A rather stable proportion of the total population is formed by the 
large group of people aged 45 to 65. Members of this group, and even peo¬ 
ple of lower age, often find it difficult to obtain employment as employers 
frequently have an entirely unreasonable preference for young workers. 
The State of New r York, a pioneer in such matters, has passed legislation 
in 1958 adding age to the kinds of discrimination outlawed in the state: race, 
color, religion, and natural origin. The law, w hich applies only to w orkers 

6 The Supreme Court has upheld the legislation as a valid exercise of the police 
power. Railway Mail Association v. Cor si, 326 U.S. 88 (1945). 
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between the ages of 45 and 65, is enforced by the State Commission Against 
Discrimination, and it has been of some help in preventing the arbitrary ex¬ 
clusion of these people from jobs. 

Regional and country-wide differences in average age are considerable 
and not without influence on the level of productivity. People may be sub¬ 
divided into dependent and productive, depending upon their age. A popu¬ 
lation with a high proportion in the dependent age groups, the very young 
or the very old, will, if other factors are equal, be inferior in per capita 
income to a population in which the productive ages are more heavily repre¬ 
sented. In California, for example, the large proportion of newcomers ac¬ 
counts for a relatively small number of young dependents, while the pro¬ 
portion of people in the most productive ages from 25 to 50 is over 10 per 
cent higher than in the United States as a whole. This is one of the factors 
that explain why per capita income in the far West is higher than anyw here 
else in the country. Again, a different situation comes about w hen birth and 
death rates are very high. When there are very many children and when 
many die young, the economically productive population is relatively small 
and the dependent population relatively large. In Brazil, for example, the 
population of IS years and over was only about 50 per cent of the total in 
1940, compared with close to 70 per cent in the United States. In Brazil the 
median age was IS years; in the United States, 29 years. 

The distribution of the population by the sexes is still another factor of 
economic significance. I'ver since the 1940’s the employment of women has 
made much headway, and they now constitute almost one third of the labor 
force. This proportion is expected to continue to increase in the years 
ahead. By 1965, half of all women will hold jobs outside their homes. Al¬ 
ready now three out of every ten married women arc working, and two 
of every five mothers w ith children of school age are in the labor force. 

I he whole movement lias occurred in response to expanding employment 
opportunities, and it has not been checked by the rising income of the male 
breadwinners. Women may earn an estimated $50 billion per year. Their 
earnings are used for the subsidization of the children’s prolonged educa¬ 
tion and for the purchase of the very same household equipment which has 
liberated them from many chores of the past and made possible their em¬ 
ployment away from the home. With the conventional servant class virtu¬ 
ally extinct, husbands sometimes are facetiously referred as the “new' serv¬ 
ant class.” Only the future can tell whether the social and psychological 
consequences of all this will be altogether w holesome. 

Rural-Urban Distribution. Over 60 per cent of the United States popu¬ 
lation live in incorporated places of more than 2,500 inhabitants. While the 
“rural population thus includes close to 40 per cent of the total, only a 
relatively small part of it qualifies as “farm population,” that is, people liv¬ 
ing on farms. Not all rural people arc farmers, but many w ho arc not cater 
in one way or other to the needs of the farm population. 
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During the past 150 years the ratio of the farm to the nonfarm popu¬ 
lation has been all but reversed. This is an indication of economic prog¬ 
ress: while a hundred years ago 60 per cent and more of the American 
people had to live and work on farms to produce the basic necessities of 
life for all the people, now only 12 per cent are required for this purpose. 
As a result of this, opportunities for the production of goods and services 
over and above the agricultural necessities are incomparably greater than 
they were in the past. But, as everybody knows, the development has been 
accompanied by the growth of the specific insecurity which attends an 
industrialized and urbanized society, and it is thus another example of the 
clash of progress and security. The rural exodus has been accomplished by 
the push of adverse, and the pull of favorable, opportunities w hich causes 
people to move to other occupations and places of residence or restrains 
them from moving into those which are less attractive. The agricultural 
population has relatively declined and the industrial increased, because 
nonagricultural employments have been more remunerative. 

Occupational Distribution . The relative decline of the farm popula¬ 
tion is a world-wide phenomenon. Its corollary is the growth of indus¬ 
trialization and urbanization. The economic incentives which are respon¬ 
sible for this development arc reflected almost anywhere in productivity 
differentials. If we distinguish primary production (agriculture, raw' ma¬ 
terials), secondary production (manufacturing), and tertiary production 
(service industries), we find that per capita income, w'ith few 7 exceptions, 
tends to be low est in those countries in which primary production predomi¬ 
nates. It tends to be considerably higher in countries where there is a large 
proportion of secondary and tertiary production. Much of the differential 
productivity is due to the quantity and quality of capital equipment. Where 
this is plentiful and up to date, a relatively small agricultural population 
may suffice for the production of large quantities of farm commodities. 
The per capita income of agriculturally employed persons w ill then be high, 
as it is, for example, in Argentina and New Zealand, where a large volume 
of farm production is correlated w ith a relatively small agricultural popu¬ 
lation. 

The development in the United States serves as an illustration of the 
progressive movement toward the tertiary stage. Kver since the early 1950’s 
the number of people employed in the service industries—government, 
trade, finance, utilities, transportation—has been larger than the number of 
people employed in the production industries—manufacturing, agriculture, 
construction, and mining (see Fig. 5). This trend is likely to continue in 
the future, with the service industries showing a faster growth of em¬ 
ployment than the production industries. Its principal cause is the rapidly 
improving productivity of the production industries. These have more 
pronounced opportunities for such improvement by means of using addi¬ 
tional capital. In many service industries opportunities of this kind are 
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FIG. 5. More people now are employed in the production of services than of goods. From 
January 1959 Economic Report of the President (Hearings before the Joint Economic Committee, 
86th Cong., 1st sess., 1959), p. 129. 


severely limited. I lence, the growth of the output of the production indus¬ 
tries requires relatively fewer additional workers than docs the growth of 
the output of the service industries. 

In conclusion, it may he appropriate to survey briefly the occupational 
composition of the United States labor force. Of the total labor force four- 
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teen years old and over, the largest proportion, 34 per cent, arc craftsmen, 
foremen, and operatives. Twenty-two per cent are laborers in households, 
factories, and farms; 19 per cent are clerks and kindred workers. 

Sixteen per cent are proprietors, managers, and officials, and 9 per cent 
are professional people. Among the proprietors, managers, and officials, the 
farm group (owners, managers, and tenants) stands out. It alone accounts 
for 8 per cent, t his illustrates the great significance which is still attached 
to the individual small enterprise in farming. In other fields oi economic 
activity the unit of business tends to be larger and the number of inde¬ 
pendent operators is thus smaller In the group of proprietors, managers, 
and officials, there are, apart from the farmers, a suVranrial number of 
wholesale and retail dealers. It is especially in retail trade that the independ¬ 
ent small businessman continues to be prominent. 

If compared with earlier years, the whole development shows a sig¬ 
nificant decline of the low-paid and unskilled employments and a movement 
towards the better-paid jobs requiring higher skills, a movement that in no 
small measure explains why the middle class is so strong in the United 
States. Even in manufacturing, where the total number of employees pres¬ 
ently is on the decline, this decline is exclusively one of the w age earners, 
that is, of those below the rank of foreman, w hereas the salaried employ¬ 
ees—executives, technicians, salesmen, office workers—increase steadily in 
numbers. 

Looking at the development from again another angle, w e may divide 
the labor force into farmers, blue-collar workers, and w hite-collar workers. 
From 1900 to 1950, farm workers (ow ners, operators, and laborers) de¬ 
clined from 37 per cent to 12 per cent. Blue-collar workers (manual and 
service workers) increased slightly, from 45 to 52 per cent. The proportion 
of white-collar workers (professional people, managers, clerical and sales 
w orkers) doubled during the period, rising from 18 to 36 per cent. This 
shift again testifies to the great increase in productivity, with each farmer 
and factory workers turning out a multiple of the output produced fifty 
years ago. 


SUMMARY 

Differentials in population growth throughout the world arc bound to 
affect the relative position of Europe and North America. The increase in 
population is especially rapid in the underdeveloped countries, where birth 
rates are very high and where every economic advance spells a decline of 
the death rates. 

Until recently, the United States belonged to the group of countries 
characterized by a declining rate of population growth. Since the 1940’s, 
how ever, the rate of growth has increased vigorously, a phenomenon that 
is largely due to an upsurge of the birth rate. Economic adjustment to 
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changing technologies is facilitated by vigorous population growth, and 
the demand for capital is stimulated. The dire predictions of Malthus have 
not come true in advanced societies. 

The quality of the population is an important determinant of eco¬ 
nomic productivity, and so is the distribution of the population by personal 
characteristics and occupations. The high economic productivity of the 
American people has been stimulated by high standards of health care and 
education. 
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STUDY QUESTIONS 


’• " lm arc rll< -’ fl’rec functions of man as a producer? 

What are the most important tools of measurement applied to the quantita- 
m e aspects of population? 1 

''"'“rf S n thc ; liltcrcncc h ^ n > in population and a decline in the 

rate or population growth? 

4. I race the behavior of birth and death rates during the past hundred years. 
".J" in bi ' , “ Cni, ed States 
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6. In what way do birth and death rates indicate the stage of economic develop¬ 
ment at which a country finds itself? 

7. If present trends continue, which regions of the world will show the largest 
gain in population around the year 2000? 

8. How would you define overpopulation and underpflpularion? 

9. Is population density per square mile a relevant indicator of economic well¬ 
being? 

10. What is meant by an optimum population? 

11. What w ere Malthus’ view s about population? 

12. Have Malthus’ predictions conic true in regions when the mo u is made of 
technological progress? 

13. Are conservation policies more badly needed for .lgricn' »ral or for mineral 
resources? 

14. In what way does population grow th facilitate adjustment to technological 
change? 

15. What is the position of the United States relative to such qualities of the 
population as health and education? 

16. What factors account for the high economic productivity of the American 
people? 

17. What is the economic relevance of the age distribution of the population? 

18. As regards the residence of the population, what has been the most important 
trend in recent decades? 

19. As regards the distribution of the population among production workers 
and service workers, what has been the most recent development? 

20. What evidence is there for the statement that the United States labor force 
has gradually been upgraded? 
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TECHNOLOGICAL PROGRESS, 
CAPITAL FORMATION, AND 
THE BUSINESS CYCLE 


THE NATURE OF TECHNOLOGICAL PROGRESS 

The Role of Capital. The productive process in w hich man and nature 
join becomes more efficient mainlv through improvements in the use of 
capital. It is in improvements of this tvpc that technological progress chiefly 
manifests itself. Primitive man overcame the first great hurdle that blocked 
the path toward material progress when he learned to supplement the lim¬ 
ited power of his brawn through the use of tools. Since then new “tools” 
have been forged in unpredictable plenty. 

A country's technological progress can be measured in terms of the 
value of the instruments of production which it supplies to its workers. In 
the United States the value of these—including land, buildings, equipment, 
and inventories—is now well over $15,000 per production w orker in manu¬ 
facturing, that is, exclusive of supervisory employees and their clerical 
stalls. There arc wide variations in the value of capital invested per w orker, 
ranging from the garment industry, where the figure is about one fourth 
ot the average for all manufacturing, to the petroleum industry, where it 
is seven times as much. 

In no country throughout the world is labor's effort supported by as 
much capital as in the United States. As has been seen, this explains in part 
why per capita incomes in the United States are higher than anywhere 
else. Although there are violent fluctuations throughout the years, there is 
a rising trend of business purchases of equipment and of nonresidential con¬ 
struction, the two major components of the business stock of fixed capital 
(see l ig. 6). Over half of the value of the equipment consists of machinery. 
I he remainder is distributed among transportation equipment—mainly 
business motor vehicles—and miscellaneous types of other equipment. 
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Thk Investment oe Capital 


Billions of Constant (1959) Dollars 
100 


0 

1929 1935 1940 1945 1950 1955 ’.960 1965 

FIG. 6. While the annual investment of capital is high relative to v-hat it was before the mid- 
forties, it seems to have reached a plateau ir !he 1950's. From Survey of Current Business, July, 
I960, p. 5. 

On the whole the forces of competition and the desire to reduce cost 
and increase sales have been powerful factors making for the stimulation of 
technological change. In the half century subsequent to 1HK0, there were 
developed eighteen new branches of manufacturing which, at the end of 
the period, employed one seventh of all the labor in manufacturing. The 
electric and automobile industries loomed largest among these new estab¬ 
lishments. Of late, technological progress has ushered in a number of new 
industries and has facilitated the expansion of others. 

There arc many new products whose output lias grown at an average 
annual rate of 40 per cent and more betw een 1029—or from the first year 
for which production data are available—and 1957. They include drugs 
such as vitamins and antibiotics, plasrics, synthetic rubber, power steering 
and pow er brakes, television sets and transistors, and synthetic detergents. 
Aviation has come into its own, and the air-transport industry has shown 
an average annual grow th rate of 30 to 40 per cent from 1929 to 1957, as 
have such other industries as synthetic fibers, air conditioners, and tape re¬ 
corders. Grow th rates from 15 to 20 per cent have been achieved for auto¬ 
matic transmissions, food disposals, frozen foods, food mixers, paper milk 
containers, and trailers. 

A less dramatic but steady growth, well above the average, is character¬ 
istic of the production of the chemical industry, of electrical energy, and 
of natural gas (see Kig. 7). 

The expansion of production along conventional lines and the rise of 
new r products requires large amounts of capital. In addition, the demand for 
capital is stimulated by the huge requirements for the equipment of a labor 
force swollen because of the rise of the birth rate since the 1940’s. 

Atomic Energy and the Demand for Capital. The preceding para¬ 
graphs have made it clear that the demand for capital is likely to be brisk 
at the present time and in the years ahead, even in the absence of a momen¬ 
tous discovery or invention. But while technological progress must not be 
taken for granted—it is, on the w hole, a factor characteristic only of the 
last few' centuries—there arc no indications that it is slow ing dow n. There 
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FIG. 7. Production in 1959 is shown as a percentage of production in 1947-49. Electricity pro¬ 
duction was more than 2Va times as large in 1959 as in 1947-49, and output of chemicals has 
more than doubled. From The Cleveland Trust Company Business Bulletin, January 16, 1960. By 
permission. 


is sound reason for the belief thar new inventions will come forth, requiring 
capital for their utilization. I he most impressive of the new advances is the 
wartime-induced promotion of the use of atomic energy. The government- 
financed outlay for atomic energy during the War was equal to about one 
halt ot the total net capital formation in an average year during the pre¬ 
ceding two decades. Altogether about $25 billion of public funds have been 
spent on atomic development since 1942. The current annual costs of the 
program arc over $2 billion. 

In this connection, a few words are in order concerning the potential 
economic significance of atomic energy. The strategic importance of atomic 
energy is so overwhelming that it easily diverts the public interest from 
the economic aspects of the matter. Among these the possibility of using 
atomic energy as an ordinary source of power stands out. Such a develop¬ 
ment would go far in liberating the users of power from dependence on 
pioximity to sources of hvdroelectricitv. 1 hesc, it is held, cannot, cco- 
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nomically be exploited beyond a radius of some 300 miles because of power 
line losses over longer distances. Coal, the other source of power, can be 
used anywhere regardless of the location of the mine; but its transportation 
involves cost. As one pound of atomic fuel yields as much energy as 3 mil¬ 
lion pounds of coal, power would become more readily available every¬ 
where. Such a devleopment would affect the location of industries and firms, 
moving them closer to markets or sources of materials other than power. 
It would also open up new vistas for the economic grow th of countries 
and regions that are inadequately equipped with the traditional sources of 
power. 1 Moreover, oil and coal, two important sources of conventional 
power, arc exhaustible resources. Estimates of available reserves have fre¬ 
quently been revised upward, how ever, and these reserves are large and will 
suffice for many years to come. Uranium, the material required for the pro¬ 
duction of atomic energy, is likewise an exhaustible resource, but in this 
case the reserves are still more plentiful in terms of years of possible use, 
and they can be supplemented by the utilization of shale, a soft rock that 
is available in huge quantities. 

There is no question that we find ourselves at the threshold of an era 
that will see many innovations brought about by the utilization of atomic 
energy. The production of electricity from atomic sources is only one of 
these innovations, and as time goes by, it may prove not to be the most 
important one. Other uses lie in the fields of medicine, chemistry, and 
metallurgy. In the distance, there beckons the unveiling of the secrets of 
photosynthesis, with the possibility of synthetic food production. 

An atomic power plant designed to turn out electrical energy differs 
from a conventional power plant in that it has no coal furnaces which would 
fire the boilers. Instead, there is a nuclear reactor to produce heat for the 
boilers, and instead of the coal, fissionable material—uranium—serves as 
fuel. The principal differences in cost relate to the use of the nuclear reactor 
in place of conventional coal furnaces and to the use of uranium in place 
of coal. It seems that these differences, in part, offset one another. The 
nuclear reactor is more expensive to construct than a coal furnace. Uranium 
235, on the other hand, is reported to cost about $9,000 a pound; and since 
it provides the energy equivalent of 3 million pounds of coal, it apparently 
costs only as much as coal at $6 a ton. 

There are a number of different ways to construct atomic power plants, 
although they all follow the pattern described in the preceding paragraph. 
As yet, no optimum design has evolved. Differences relate, in the main, to 
the type of fissionable material to be used and to the moderators and cooling 

1 Industrial location is also affected by considerations of strategy which appar¬ 
ently call for decentralization and dispersal of plants and industries. Estimates have 
been prepared indicating that the complete relocation of all urban dwellings, plants, 
and nonmovable equipment in the United States could be accomplished in fifteen 
years at a cost of about one fourth of the national income. 
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systems. Whatever the detail of the system, it seems, how ever, that there 
are considerable economies of scale which place a premium on large instal¬ 
lations. 

Early estimates of the cost of atomic power production were relatively 
favorable. One of such estimates, made public in 1953, indicated that a large 
reactor, producing 250,000 kilow atts of electrical energy, could be ex¬ 
pected to incur generating costs of about 8 mills per kilowatt-hour—that is, 
no more than is competitive in many parts of the country. A smaller reactor, 
producing 10,000 kilowatts, would incur relatively much higher generating 
costs of, perhaps, as much as 50 mills per kilow att-hour. 

Since that time, however, the cost estimates have been revised upward, 
and in many countries the programs for the installation of atomic pow er 
plants have been scaled dow n. In Europe, the blocking of the Suez Canal 
late in 1956 and the resulting interruption of the supply of oil from the 
Middle East caused a temporary upsurge of interest in atomic pow er pro¬ 
duction. England, which had a program of atomic power production under 
w ay since 1955, tripled the size of this program in 1957. In the same year, 
France, Italy, W est (iermany, and the Benelux countries formed Euratom, 
an organization that w as designed to develop similar programs with Ameri¬ 
can aid. However, the blocking of the Suez Canal was lifted in 1957, and 
the discoveries of oil in Africa and in various European countries as well as 
increased coal supplies and the expanding use of natural gas seemed to de¬ 
prive the atomic power programs of much of their urgency. Hence the 
scaling dow n of the programs. In 1959, the world capacity for the produc¬ 
tion of electrical energy from atomic plants w as about 200,000 kilowatt, 
the equivalent of a conventional installation serving a community of 300,000 
people. 

Britain, which has been the pioneer in the development of peaceful uses 
of atomic energy, may have a capacity approaching 3 million kilowatt by 
1965. The unit cost of the output of the new installations exceeds that of 
power from conventional sources by a substantial margin. In the face of 
large supplies of oil and coal and increasing economies in the construction 
of conventional power plants, this margin has gone up and may be as high 
as 60 per cent.- 

In the United States, interest in the development of atomic energy for 
peacetime uses was sustained by the electrical industry, which hoped to 
find a world-wide export market for nuclear reactors. These hopes were 
disappointed by the turn which events took in Europe: not only w as the 
number of newly installed reactors a small one, but in a number of coun¬ 
tries domestic industry proved equal to the job of constructing and in¬ 
stalling these facilities. Moreover, a vigorous program of atomic energy 

-“C.m Nuclear Power Compete?” Economist, May 9, 1959, pp. 543-45; “Nuclear 
Power in the Sixties,” ibid., February 13, I960, pp. 639-41. 
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production in the United States was retarded by prolonged controversies 
about the respective roles of government and private industry. When the 
atomic program was initiated during World War II, it was strictly a gov¬ 
ernment program serving military purposes. When the peacetime use of 
the atom came to the fore, w ays were sought to allow for the increasing 
participation of private industry in its development./The result w as a ‘part¬ 
nership” approach, with the government paving for research and related 
expenses and providing subsidies, electrical companies constructing the fa¬ 
cilities, and utilities operating them. This approach was criticized b\ those 
who questioned the w isdom of tu ning over to pri\ ate interests the fruits 
of a public investment of some $20 billion and who di.'ircd to reserve to 
the nation, in the form of public power developments, the utilization of 
atomic energy for the production of electricity. With experience lacking, 
and with the possibility of incurring costs that would exceed those of con¬ 
ventional power, private industry, it w as argued, would be loath to tackle 
the job of constructing large reactors requiring huge investments. 

Moreover, some thoughtful observers were concerned about the dis¬ 
ruptive effects which the large-scale production of electric power from 
atomic sources might have upon existing public utility concerns, especially 
upon those operating under conditions of high costs. Indeed, if atomic 
developments should usher in a substantial reduction of the price of electric 
power, such effects may fall upon a much wider range of industries, bene¬ 
fiting those whose pow er requirements are more pronounced and bringing 
competitive disadvantage to others. Aluminum versus steel is a case in point. 
Here, as in other connections, economic progress may require adjustments 
which, while painful in the short run, in the end will turn out to be har¬ 
bingers of improvement. However, our electric pow er requirements grow 
at such a rapid pace that for many years nuclear pow er w ill provide only a 
small supplement, rather than a replacement, of the output of conventional 
installations. 

The number of new' civilian atomic power stations in the United States 
continues to be a small one. One began construction in 1954, six in 1955, 
two each in 1956, 1957, and 1958, and one in 1959. The best-known com¬ 
pleted installation is one in Shippingport, Pennsylvania, near Pittsburgh, 
which has a capacity of 60,000 kilow att and started operations in December, 
1957. It w'as principally financed by the government, built by Westing- 
house Electric Corporation, and is operated by Duqucsnc Light Company. 
Depending upon w hether the cost of research and development is included 
or excluded, the cost per kilow att-hour is ten times or more that of con¬ 
ventional power. The principal purpose of the installation is to serve as a 
pilot plant that will facilitate experimentation and the gathering of experi¬ 
ence. According to current estimates, atomic power can compete with con¬ 
ventional power if its cost per kilowatt-hour is no more than $250. This 
amount is exceeded by margins varying from 50 per cent to 100 and more 
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per cent in the cases of the small installations presently under construction 
or nearing completion. 

In many parts of the underdeveloped world the cost of conventionally 
produced electrical energy is substantially higher than in the United States. 
Some countries suffer from inadequate coal resources; in others the produc¬ 
tion of hydroelectric power is made difficult by the seasonal character of 
the rainfall. I Ience, in these countries the availability of power from atomic 
sources is a problem of great urgency, and anxious attention is given to any 
sign of progress coming from the more highly developed countries. In In¬ 
dia, where ambitious plans are under wav for the production of electricity 
from atomic sources, the chairman of the Atomic Energy Commission of 
that country has pointed out that there is not enough coal or oil remaining 
in the ground in all the world to raise the living standards of 400 million 
people to one comparable with that of the United States, and that principal 
reliance must be placed on atomic energy. 

W hat of the hydrogen bomb? Can its power be harnessed for peaceful 
uses? Estimates have been made to the effect that the fusion of one kilogram 
of deuterium (hydrogen of atomic weight 2) would yield an energy of 100 
million kilowatt-hours. Hut while research into the peaceful uses of this 
superpower is actively pursued in this country and in Europe, it has as yet 
not produced practical results comparable w ith the possibilities for the 
utilization of atomic power. One of the difficult problems that challenges 
the imagination of scientists is the construction of containers that can with¬ 
stand temperatures going into many million degrees Centigrade, and this 
problem has as vet not been solved. 

The Role of Research. Technological progress, as reflected by the rise 
of atomic energy and other innovations, is facilitated by what is called 
the invention of invention. This means that technological advances arc no 
longer a matter of accident and chances but are institutionalized in the 
sense that society has made arrangements for their orderly promotion. 
Scientific progress occurs, in the main, as the result of two types of work. 
There is, first, the theoretical scientist w ho, in the quiet of his study, 
formulates general law s. I lis only equipment is paper and pencil. His work 
is supplemented by the experimentalists w ho generally require much more 
elaborate equipment in the form of laboratories, expensive machinery and 
instruments, raw materials, and personnel. Research work of this second 
type has become extremely costly, so much so that an individual small en¬ 
terprise no longer can adequately finance it in its own plant and must rely 
on specialized research firms which will work on a contract basis. 'There is 
an increasing number of such firms, and they have greatly expanded the 
scope of their operations in recent years. 

1 he nation’s expenditures for research and development have increased 
many times during the past few decades, from one half billion dollars before 
the outbreak of World W ar II to more than SIbillion in the early 1960’s 
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(see Fig. 8). Wars, hot and cold, often provide the occasion for extending 
the limits of science and technology. For example, much of the development 
toward mechanization of American agriculture started during the Civil 
War, when manpower was scarce and the demand fr** agricultural products 

Funds for Rksearch and Development in the United States, 

1953-59 


BILUONS 
OF DOLLARS 



FIG. 8. Note the increase in expenditures for research and development. From National Science 
Foundation, Reviews of Research and Data on Development, December, 1959. 


vigorous. In wartime the potential role of the government as supporter of 
technological progress becomes more conspicuous. Expenditures made in 
connection with the first atomic bombs were in the neighborhood of $2 
billion. It is out of the question that private financial resources could have 
been devoted to a purpose which, in its beginning, seemed so uncertain of 
accomplishment. Again, in 1957, when Soviet Russia dispatched a satellite 
into the earth’s orbit, this proved a potent factor in the stimulation of ex¬ 
penditures for research and development on the other side of the Iron 
Curtain. 

Funds made available by the federal government for research and de¬ 
velopment thus have continuously risen at a rapid pace. Standing at close to 
$3 billion the fiscal year of 1953-54, they more than doubled in 1957-58, 
and reached $7.5 billion in 1959-60. Funds made available by private indus¬ 
try were about equal to those of the government in the early 1950’s. Since 
that time they have risen, though at a slower rate than governmental ones, 
and now constitute only about one half of the amount made available by 
the government. In addition, a few $100 million are provided by colleges 
and universities and other nonprofit institutions. 

While the government supplies most of the money for research and 
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development, it carries on only a small amount of research work in its own 
establishments. The bulk of the federal funds go to industry, and indus¬ 
try performs most of the actual work—the equivalent of over $10 bil¬ 
lion. Smaller amounts are transferred to educational and other nonprofit 
institutions. 

Research expenditures are especially heavy in the industries turning out 
electrical machinery, aircraft, instruments, drugs, and chemicals. Financial 
rewards constitute a powerful stimulation of these expenditures. An im¬ 
pressive relationship has been shown to exist between the percentage of 
gross receipts spent on research in an industry and the industry’s return in 
per cent of net worth.’* Moreover, the more an industry spends on research 
for each dollar of its sales, the larger tends to be the percentage which new 
products constitute among its sales. 1 

Large enterprises arc the principal beneficiaries of industrial research. A 
study covering about S5 per cent of the industrial research and develop¬ 
ment work in the United States revealed that in 1952, of nearly 2,000 com¬ 
panies, the seven largest employed 20 per cent of all research personnel. The 
I louse Committee on Small Business, in an investigation completed a few 
years ago, found that of the research funds made available by the Depart¬ 
ment of Defense from 1954 to 1956, over 9N per cent had gone to the 500 
largest contractors. W hile the Chairman of the Committee characterized 
this distribution as “a subsidy to big business,” officials of the Defense De¬ 
partment pointed out that few' small concerns have adequate facilities for 
research and development. Research is expensive. The DuPont Company 
spent $27 million to develop nylon tw enty years ago, and for the develop¬ 
ment of a new plastic known as Delrin the same company disbursed $42 
million. 

Related complaints have been made about the situation which develops 
when an invention is made in the course of research work performed by a 
business concern and financed by the government. If a patent is issued to 
the firm, the Department of Defense will receive a royalty-free license to 
use the invention. Rut for nongovernmental purposes the position of the 
firm is like that ot any other patentee in that it can collect royalties from 
those w horn it permits to utilize the patented process. These arrangements 
have been exposed to serious criticism. It has been pointed out that the 
financial benefits which are derived from research that is financed by the 
taxpayers tail to accrue to the latter but arc transferred to the patentee, who 
has not put up the funds instrumental for the making of the invention. The 
granting of patents to business firms for inventions made on government 
contracts is also said to prevent the exchange of scientific information 
among the research personnel employed by different concerns. If there is 

^ ;| le Bro/.en, “ 1 he Fconomic Future of Research and Development," Industrial 
Laboratories, Yol. IV, No. 12 (December, 1953). 

1 Chemical HYeL May 30, 1059. 
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a chance to obtain a patent, an employer will want to enforce strict secrecy 
among his research staff—otherwise a rival enterprise might acquire knowl¬ 
edge of a new process and attempt to have it patented. In this manner, walls 
are erected between teams of American scientists, v'd scientific progress is 
retarded. 5 

Patents and Technological Progress . Ideally,,businessmen arc all the 

time on the alert, looking for innovations, because they expect from them 
either one of two things, or both: a reduction of the production cost of a 
given product or the chance of creating a new product, entirely new or 
in part so, which will increase their sales. The reduc tion in cost may entail 
economies in the use of labor or in that of capital. Laboi saving devices ap¬ 
pear more attractive when wages arc high; thus in countries characterized 
by generous rewards for the services of labor, the use of capital has gone 
farthest. 

If businessmen act in this way, they will promote technological prog¬ 
ress. But, on occasion, business interests have tried to impede technological 
advances, because they wanted to prolong the usefulness of outmoded capi¬ 
tal equipment. They may also he eager to prevent the introduction of 
processes and commodities w hich would unfavorably affect sales in their 
established lines. One company, for example, w as successful in developing 
a pigment which could alternatively be used as paint or as textile dye. Since 
the same company produced a number of other, higher-priced textile dye¬ 
stuffs, much thought w'as given to the possibility of admixing to the new 
pigment agents that would be injurious to textiles. 

Efforts along similar lines are said to have retared the development of 
fluorescent lighting and of light bulbs and tubes of great longevity—al¬ 
though the producers insist that there are aspects to light bulb quality other 
than longevity. Business policies of this type arc, as a rule, made possible 
by monopoly power, especially by patent rights. 1 hese vest in a concern 
the exclusive right to the use of certain processes. If other concerns had 
the same right, there would be no point in obstructing, on the part of any 
one firm, the introduction of new processes. 

Patents arc granted to the inventor and vest monopoly power in him or 
his assignee. The strength of this power varies greatly, being dependent on 
the ease with which the patented process can be replaced by substitutes. 
Not infrequently the existence of a patent will stimulate the development 
of rival processes w hich are bound to weaken the position of the original 
patent holder. The monopoly pow er of the patentee differs from monopoly 
power in general in tw 7 o respects. I he one refers to its origin; the other, to 
its termination. The patent monopoly is not established over something that 
existed before but is granted in return for the creation of something new. 


5 Monopoly Subcommittee of the Senate Small Business Committee, Patent Prac¬ 
tices, (Hearings, December 8, 9, 10, 1959). 
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Moreover, ir is not valid forever bur expires after the passage of a certain 
period of time. 

The patent legislation indicates the intention of the legislator to stimu¬ 
late the inventive spirit by the promise of monopoly power. It reflects an 
American tradition of long standing. To date the United States has granted 
almost three million patents. The patent system has, however, been at¬ 
tended bv certain abuses which have given rise to demands for its reform. 

1. At law, patents are valid onlv for a period of 17 years. This provision 
generally, but not always, limits the exercise of monopoly power over time. 
Not alwavs: in some lines of business—for example, in the production of 
aluminum- -patents which expired manv decades ago were instrumental in 
enabling the monopolist to build an industrial empire of such strength that 
in later years, after the extinction of the patent, no competitor for years was 
capable of gaining a foothold in the industry. 

Aloreover, there arc opportunities bv means of legal manipulations to 
draw out to an undue length the period during which protection is granted. 
Hv means of delavs in procedure, joint filing of applications for different 
patents which then are handled separatelv, and other machinations, this 
period can be prolonged to as much as 44 years. Although this maximum 
may be reached onlv in a very few cases, the actual period of protection 
is often in excess of the statutory 17 years. Such extension is possible be¬ 
cause the applicant is protected during the period which precedes the grant 
of the patent. Another problem is posed bv the delay which interfering 
court proceedings may cause. For example, in the case of the Jorgensen 
automatic choke patent the application was filed in 1932 and the patent 
issued in 1955, after passage of some 2 5 years. V arious proposals have been 
made with the intention to remedy the situation. One of these, which w as 
approved by the Senate in 1940, calls for the determination of a definite 
period of time, say 20 years, calculated from the date of filing of the patent 
application, beyond w hieh the monopoly cannot continue. 

2. Probably one out of every two patents issued is never used. Some¬ 
times patents are taken out, not in order to use a new device, but to prevent 
it from being used. The suppression of patents may be a means to protect 
capital sunk into equipment made obsolete by the newv process. It is, of 
course, true that many patents have no value. The fact that they are not 
used does not indicate that they are suppressed. Some patents are taken 
our because of their potential nuisance value. Others may have to be tested 
and developed. I here are thus legitimate reasons for not using a patent. 

1 he (icneral l.lectric Co. was issued 10,757 patents from 1939 to 1955, 
American l deplume and Telegraph Co. follow ed with 8,539, and Radio 
Corporation of America held third rank with 7,894 patents. Many of these 
patents are not in use. In some cases the development was considered in¬ 
complete; in others the practical application depended on other develop- 
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ments; in still others the determination of the commercial application was 
not complete, or public necessity was held to he absent. In the majority of 
the cases of unused patents, however, a superior alternative was available. 
The law, as it stands, makes the patentee the sole judge of the usefulness of 
the patent. 

3. The monopoly which the law grants to the patentee relates to a sin¬ 
gle invention which is presumed to compete with others in a free market. 
However, patents have been abused and served as a basis of control over 
an entire industry, at times even over the markets of other products." 1 So- 
called “basic” or “umbrella” patents may be taken out, with a claim broad 
enough to cover an industry and stifle its development. A case in point is 
the famous Selden patent on the idea of the automobile, which was applied 
for in 1879 and granted in 1895. It took Henry Ford until 1911 to destroy 
this claim. Furthermore, there arc “bottleneck” patents which, while not 
basic, relate to certain details indispensable for an industry. Another con¬ 
trol device is the accumulation of patents, by acquisition from others, with 
the view of closing the entry into, and obtaining control over an industry. 
An illustration of this is provided by the policy of a parking meter manu¬ 
facturing company to purchase all parking merer patents, a policy which 
the courts outlawed in 1944. 

At law the patentee is ar liberty to grant, or refuse to grant, others the 
right to use the patented procedure. Such grant is called a license. In con¬ 
junction with licenses, various abuses have been noted. Sometimes patentees 
have made the grant of a license dependent on tie-in sales of unrelated 
articles. While the courts have frowned upon such practices, docility of 
the license holders is often secured by granting licenses only for very short 
periods of time. 

Most questionable, however, are attempts to dominate whole industries 
by means of patents through so-called patent pools and cross-licensing 
agreements. In themselves, these devices need not be harmful to a free econ¬ 
omy. All depends upon the uses to which they are put. The patent pool 
developed when technologies came to be more complex. Patents often cover 
only small details of the manufacture of complicated devices and machines. 
When such patents are held by different concerns, there is often an impasse 
which can be broken only by pooling arrangements. Once the pool has been 
formed, the exclusive position of the group is often strengthened by in¬ 
sistence on the observation of monopolistic practices (regulation of output, 
prices, and markets; refusal of licenses to outsiders) on the part of all mem¬ 
bers. The size of modern patent pools and the power wielded by them is 

G This and the following after Fritz Machlup, An Economic Review of the Patent 
System , Washington, D.C., U.S. Government Printing Office, 1958, p. 11 (Study No. 15 
of the Subcommittee on Patents, Trademarks and Copyrights of the Senate Committee 
on the Judiciary, 85th Cong., 2nd sess.). 
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enormous. There are, for example, over 15,000 patents in the pool formed 
by General Tdcctric, American Telephone and Telegraph, and Radio Cor¬ 
poration of America. 

Cross-licensing agreements, under which groups of companies grant 
each other licenses or promise such grants, become questionable when they 
arc coupled with monopolistic arrangements, such as the proviso that the 
partners may not sell in each others’ territories. In the international field, 
agreements of this type have the effect of vesting in private organizations 
the power of producing results normally obtained only by means of a tariff. 

Some abuses of the patent system have been checked by the courts. This 
has generally been the case if the abuse occurred in conjunction with a 
violation of the antitrust laws. 1'hesc are discussed in greater detail in Chap¬ 
ter 15, below . In the present context, it suffices to mention that a patentee 
cannot enforce his parent if he lias misused it in violation of these laws. 
Patents that are not enforceable are of little value to the patentee, because 
he cannot exercise his principal right: to sue another person for unauthor¬ 
ized use of the patented process. Nevertheless, a patentee who has illegally 
employed his right, with the result that it has become unenforceable, can 
still threaten others with litigation even though he would lose his case. As 
the threat of litigation may impede the use of the patented process by 
others, the Department of Justice urges that in cases of this type the de¬ 
fendant be compelled to grant licenses free of royalty. 

In other cases the Department of Justice, bv means of antitrust proceed¬ 
ings, has broken the hold of the patentee over potential competitors and 
insisted that licenses be made available to others against reasonable royalties, 
l or example, competition in the field of glass bottle and container manu¬ 
facture was much restricted, because virtually all patents on the required 
machinery were owned by one holding company. New firms could obtain 
licenses not at all, or under great difficulties, because the patentee w as eager 
to protect the established licensees. 1 lere, antitrust proceedings have re¬ 
stored the freedom of entry into the industry. A similar situation existed 
in the electrical-equipment industry, where the leading concern, in con¬ 
junction with others, had monopolized the patents and technology relating 
to incandescent lamps and lamp parts, with resulting frustration of small 
firms desiring to stay, or gain a foothold, in the industry. In this case the 
defendants were ordered bv the court to dedicate to the public their patents 
on incandescent lamps and lamp parts. 

I he courts have thus, on a limited scale, effectively restrained the power 
of the patentee to refuse licenses. A number of reform proposals aim at 
generalization of this practice. They would grant to anybody the right to 
obtain a license from the patentee, in return for equitable royalties. There 
is, indeed, much to be said in favor of these proposals. As the patent is a 
creature of the government, there is no reason why the government should 
not impose limitations on it for the common good. It is unlikely that such 
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limitations would discourage the inventive spirit, provided the patentee may 
secure adequate royalties from the licensee. The examples discussed in the 
preceding paragraphs are apt to point out that unrestrained monopoly 
power of the patentee may often hamper industrial progress. 

ADJUSTMENT TO TECHNOLOGICAL CHANGE 

The Displacement of Workers . Technological progress sometimes calls 
for painful short-run adjustments. If technological progress causes the rise 
of a new industry, not all of the jobs provided by it arc net additions. The 
growth of the automobile industry rang the death knell of the horsc-and- 
buggy business. Just as the capital which had been sunk into this business 
depreciated so did the skill of the workers attached to it. In this situation, 
some of the workers learned new skills; others may have gone into the 
automobile industry; but still others were too old, or too much set in their 
ways, to find new jobs. Technological progress thus may cause technologi¬ 
cal unemployment. Workers have often violently opposed the introduction 
of new machinery or new processes of production. A famous example of 
this was the struggle of the Luddites in England, who in the years 1811 and 
1812 ran riot and, in fiery vehemence, destroyed the newly introduced knit¬ 
ting frames, power looms, and shearing machines. 

Technological unemployment is by no means an entirely academic mat¬ 
ter, even in our days of brisk expansion of business. Consider the increase 
in productivity in manufacturing, for example. Total factory employment, 
14 million in 1949, had increased by about 15 per cent ten years later. But 
during the same period, manufacturing production rose by 60 per cent. 
These over-all figures cover up a great variety of conditions in different 
industries. In a number of them, there was an increase both in output and 
employment. In others, however, output rose and employment remained 
stationary or declined. 

Take the coal miners, for example. There were 483,000 of them in 1950, 
but only 249,000 in 1957. In spite of this drastic decline in manpower, the 
production of coal fell by less than 10 per cent. Or take the textile industry. 
Slightly less than one million workers employed in this industry in 1959 
produced 15 per cent more than 1.4 million had turned out in 1948. Or take 
the automobile industry. From 1947 to 1957 the number of autos and trucks 
produced increased by 51 per cent, whereas the number of production 
workers decreased by 3 per cent. 

In every one of these cases technological progress played an important 
role in bringing about the described changes. In coal mining, mechanization 
went ahead at fast strides. In the textile industry, the increased use of syn¬ 
thetic fibers facilitated automatic handling and sped up the pace of looms 
and spindles. In the automobile industry, “automation” was introduced in 
the early 1950’s and since then has become the standard throughout the in- 
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ilustry. Automation puts machines, rather than men, in control of other 
machines—just as the thermostat in our living room controls the heater in 
the basement. Automation has spread fastest in industries using flow tech¬ 
niques such as the conveyor belt. In the automobile industry, the work piece 
is now handled bv banks of interconnected machine tools, which after 
completion of the job automatically transfer the piece to another ma¬ 
chine that is ready for the next job. Employees simply watch “as the 
product is automatically machined, moved on to be machined again, and 
finally inspected.” 7 

Automation has spread also in office work, with electronic computers, 
calculating machines, and other devices doing jobs that formerly were done 
by personnel. Not so long ago it was feared that these machines would 
doom a large part of the white-collar class. However, the increase of paper 
work in banks, insurance companies, government agencies, and business 
firms in general has been of such a dimension that the number of office per¬ 
sonnel not only has not declined but is rising rapidly, absolutely as well as 
relative to other employees. 

Not all business concerns arc so widely diversified that a worker who 
is no longer required in one part of the organization can find a job in an¬ 
other one. Moreover, he may have to acquire a new' skill to make himself 
useful in the expanding service employment or elsewhere. Much will de¬ 
pend upon his mobility and upon the general economic atmosphere of the 
time. If there is relatively full employment, his absorption in a new trade 
will be relatively easy. If, however, the innovation happens to occur at the 
time of a trade depression, even the acquisition of a new skill may be of 
little avail. W hen the business situation is more favorable, public policies 
designed to relieve the plight of the displaced workers need not go beyond 
the provision of temporary financial aid, of retraining facilities, and of help 
in locating a new job. 

The problems of technological unemployment can also be illustrated 
with the help of the concept of elasticity of demand. If a technological 
change yields economics of labor, cost of production falls. If there is com¬ 
petition the good will be sold more cheaply. If the demand for it is elastic, 
workers will not be displaced but w ill remain employed to produce the 
larger output. If it is inelastic the displaced workers may find employment 
in other consumer-goods industries, provided the demand for their products 
expands side by side with the reduction of consumer outlay for the goods 
which are now' available at a lower price. If the demand for the products 
of other consumer-goods industries does not expand, the w orkers may be 
absorbed by capital-goods industries, provided they become more active. 

It the market of the goods affected by technological progress is mo¬ 
nopolistic, there may possibly be a tendency to maintain the price of the 


7 “What Automation Costs,” Economist, Mav 5, 1956, p. 478. 
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goods. Employment of the displaced workers then depends largely upon 
expansion in the capital-goods industries. Reduced cost and inflexible price 
spell larger profits. Additions to profits are available primarily for new 
investment rather than for increased consumption. If the new investment 
does not take place at the required rate, that is, if the additional profits arc 
saved rather than used for expansion, technological unemployment becomes 
imminent. 

A complementary solution is the stimulation of demand for consumer 
goods, not by price reductions, but by increased wages. This solution works 
not only in the form of higher hourly rates of pav but also bv means of a 
reduced number of working hours. Democratic society has come to be 
organized in a way w hich facilitates this adjustment, brought about by the 
strength of labor unions and the growth of collective bargaining. The pro¬ 
ductivity of labor increases normally at an annual rate of approximately 3 
per cent. This means, for example, that a given number of workers can 
produce this year 100 units of a good, and next year 103. The problem of 
disposing of the additional 3 per cent of output can be solved by a corre¬ 
sponding increase in w-ages, provided the monetary system permits adequate 
expansion. The method of distributing the fruits of increased productivity 
by way of wage increases does not mean that wages arc raised in exactly 
those firms or industries in w hich productivity has gone up. The idea is to 
match an average increase of productivity in the whole economy by an 
average increase in the w age level throughout the economic system. 

Unless technological progress leads to unemployment, all three de¬ 
scribed methods of distributing its fruits arc applied in practice. Some 
benefits accrue to consumers through price reductions; others manifest 
themselves in the form of new investment; and still others are conferred 
on labor by means of increased wages or reduced hours, thereby stimulating 
consumption. 


INVESTMENT AND THE DEMAND FOR CAPITAL 

In the preceding chapter, we have discussed population growth, one of 
the factors stimulating the demand for capital. In the present chapter, an¬ 
other factor, technological progress, has been considered. Wc will now 
concentrate attention on the methods and mechanism which make capital 
to be sunk into new investment available to those who want it. In the 
present section, we will examine the general relationships between invest¬ 
ment and the over-all level of economic activity and will also analyze the 
changing volume of investment under different conditions. 

New capital is a part of current income; the transformation of current 
income into capital (instruments of production) is called '‘investment.” 
‘investment,” in this sense, is a technical term which should be distin- 
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guishcd from the “investments'’ of everyday life, which include purely 
financial transfers of funds, such as the purchase of securities. 

Real investment always requires an effort on the part of producers and 
sometimes also a sacrifice by the consumers. The effort consists of the 
production of capital goods: plants, machinery, instruments, roads, rail¬ 
roads, drainage facilities, irrigation works, and the like. A sacrifice is in¬ 
volved if the productive effort takes place at a time when the country’s 
resources are cmplovcd to their capacity: then the productive effort re¬ 
quires the diversion of resources from consumer-goods production to the 
production of capital goods. Because of the diversion the volume of goods 
available for consumption shrinks, and consumers must do without things 
that thev could have obtained in the absence of the diversion. They thus 
undergo a sacrifice. I'.\pressed in other terms, it can be said that investment 
requires only a productive effort if the production of capital goods is made 
possible by expansion into unutilized capacity; it requires such an effort as 
well as a sacrifice if there is no unutilized capacity and if the produc¬ 
tion of capital goods is stepped up at the cost of reduced consumer-goods 
production. 

A country’s net production of consumer goods and capital, or producer 
goods, adds up to its national income. The word “net” refers to two things. 

( 1) In the process of summation, all raw materials and intermediate goods 
that enter into the production of other goods arc eliminated in order to 
avoid double counting. (2) All durable producer goods that are merely 
replacements for worn-out productive apparatus are not counted as part 
of the current income. 

I hat part of the national income which consists of consumer goods is 
called consumption, while the part composed of capital goods in excess of 
those needed tor replacement is called investment. In a sense, a nation’s 
ability to make investments is determined by the size of its income: where 
the national income is small, all of it or its bulk is required for consumption, 
and little will be available for investments. 

I his is true in free societies. In Soviet Russia, w here production takes 
place in accordance with government plans, investment has been forced 
up to a high rate with ensuing low standards of consumption, wdiich only 
of late seem to have been allowed a slight increase. Nevertheless, it seems 
that, in the more advanced industrial countries, a larger proportion of the 
national income w as invested during the nineteenth century, when incomes 
w ere low, than is the case now. In a sense, our own prosperity is founded 
on the agonies of the past. Our forefathers were more frugal, labor was 
more docile, anil standards of social policy w ere low er than thev are now r : 
there were then no limitations on working hours, no minimum w r ages, and 
no social security. Another factor that depressed consumption was the great 
concentration of income. 11 a large proportion of a small total income 
accrued to relatively few people, the consumption of the bulk of the popu- 
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lation was effectively restrained. It was thus possible during the nineteenth 
century to lay the foundations of the great industrial empires. It was then 
that the greatest single investment was made that ever was accomplished in 
so short a span of time: the construction of an elaborate railroad net. 

Investment and Saving . New investments must be financed. If pro¬ 
spective investors see profitable opportunities in new plants, equipment, 
and the like, they will want to obtain funds for the purchase o. hire of 
resources going into the new plant and equipment. These funds can come 
from three sources: from the savings of private individuals w Inch directly 
or through financial intermediaries arc used for the purchase of stocks and 
bonds; from credit institutions, such as commercial banks; or from reserves 
accumulated by the business firm in the past. 

We must pause to consider the concepts of saving and investment, be¬ 
cause they are often used in different meanings. The two most important 
concepts of saving are: (1) The income received for the just-completed 
income period (week, month, etc.) will be partly used for consumption, 
while the not-consumed part is “saved.” Saving, in this sense, is therefore 
the difference between the consumption of one period and the income of 
the preceding period. (2) Saving, in another sense, is the difference between 
consumption and income of the same period. 

If we use saving in the first sense, it is clear that saving can be different 
from investment. An excess of investment over saving can be financed 
through the creation of additional bank money or through the activation 
of hitherto idle cash balances (dishoarding). An excess of saving over in¬ 
vestment would involve the cancellation of bank money through debt re¬ 
payment or the inactivation of hitherto circulating cash balances (hoard¬ 
ing). Whenever investment exceeds saving, in this sense, aggregate income 
of the current period rises; whenever investment falls short of saving, in 
this sense, aggregate income of the period falls. 

If we use saving in the second sense, it must be equal to investment, 
because both are defined as the difference between consumption and in¬ 
come. The equality of saving and investment in the second sense can never 
be disturbed, because it follows logically from the definitions. But even for 
saving in the first sense, there exists a tendency to become equal to invest¬ 
ment after the lapse of a certain length of time. This tendency arises from 
the fact that people save more when their income is higher, and less when 
their income is lower. If an excess of investment over saving, in this sense, 
raises people’s income, their saving will be stepped up; and since the income 
will keep on rising as long as the saving falls short of the investment, the 
rate of saving will go on rising until it catches up with the rate of invest¬ 
ment. Conversely, if investment falls short of saving, in this sense, incomes 
must fall; and people will reduce their saving. Incomes will continue to fall 
until people have reduced their rate of savings to the level of the rate of 
investment. 
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The student may wish to know that both concepts of saving have been 
developed by British economists, the first one by Professor Dennis H. 
Robertson, the other by the late Lord Keynes. The Keynesian concept is 
the one used for national-income accounting, as developed in Chapter 5, 
and is often referred to as “ex post ” saving. This term distinguishes it from 
other concepts of saving such as “intended" or “ex ante ” saving, which does 
not lend itself to statistical operation. 

Under initial conditions of unemployment, higher income makes for 
larger employment. Under conditions of full employment, businessmen 
can achieve the aim of increased investment only by forcing consumption 
down, bidding away from prospective consumers those resources which 
they want to divert to the production of capital goods. This would require 
higher prices, too high to enable consumers to consume at the old rate. 
Real saving, in the sense of foregoing potential consumption, would thus 
be enforced upon consumers. 

Strategic Role of Investment. The preceding discussion elucidates the 
great importance which is attached to investment. The rate of investment 
can be said to determine the national income and the rate of saving, be¬ 
cause the rate of consumption is usually the more passive clement. If invest¬ 
ment is slackening, income and employment fall, if investment activity is 
vigorous, income and employment rise. If it is too vigorous, prices rise: once 
productive resources are fully employed, new investment cannot signifi¬ 
cant ly raise total current output; and investors obtain the services of pro¬ 
ductive agents by bidding up their prices, w ithdraw ing them from other 
potential users. 

A study of the significance of investment over time indicates that the 
nineteenth century w as a period of unusual investment opportunities, re¬ 
sulting from technological progress and population grow th. Of these op¬ 
portunities the most w as made in w estern Lurope and North America. In 
these parts of the world, capital w as accumulated at a rapid rate. Much of 
the emphasis characteristic of classical economists becomes more readily 
understandable if viewed against this background. They lived at a time 
w hen, in the midst of relative poverty, investment activity grew to become 
extremely vigorous—vigorous enough to push income and employment up 
to the ceiling set by a country's physical capacity. Impressed by the active 
demand for investments, the classical economists w ere eager to emphasize 
the virtues of thrift, i.e., voluntary restraint in consumption. Without such 
restraint, capital formation wouid either not have taken place or would 
have required a forced increase in the rate of saving by means of increased 
prices. I o do this, an expansion of currency and credit w ould have been 
required, w hich at that time was not so easily accomplished as it is today. 
During most of the nineteenth century, currency and credit were tied up 
closely with the volume of metallic reserves at hand in a i>iven country. 

I he situation which today prevails in the backward countries is not 
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essentially unlike the one in which w estern Europe and North America 
found themselves during the nineteenth century. In these countries the 
national income and the volume of capital which have been accumulated 
are still low; mass unemployment rarely, if ever, occurs; and investment op¬ 
portunities are plentiful and remunerative. In the advanced countries the 
persistent depression of the thirties manifested itself in drastically reduced 
investment, which, in turn, spelled low levels of income and empl vment. 
At that time, there was much talk of vanishing investment opportunities. 
It became widely recognized that investment opportunities do not come 
forth in the form of an even flow but by leaps and bounds, with intervening 
periods of slack. For example, the construction of a railroad net, or the 
electrification of a region, once it has been completed, will for a long time 
satisfy the respective needs; if no similar enterprise of corresponding mag¬ 
nitude is at hand, it may be difficult to employ the resources whose services 
w r ere absorbed in such efforts. 

It was at the time of the Great Depression that the strategic role of in¬ 
vestment became more or less accepted among economists, with savings 
assuming the character of a reflex. The economist who for the first time 
formulated a theory of the determination of income and employment in 
which investment figures in the indicated manner was Lord Keynes. 
Keynesian doctrine was instrumental in assigning a new' function to public 
policy: that of “creating offsets to savings,'” or supplementing the volume 
of private bv public investment. Private investment, so the supporters of 
these policies argued, would not have been large enough to offset the vol¬ 
ume of intended savings. Therefore, government had to supplement it lest 
income and employment be further depressed to a level where savings 
would be equated to the low’ rate of private investment. I he opponents of 
such a program, in the main, accepted the fundamental analysis in the sense 
that they recognized deficiency of private investment as the principal mani¬ 
festation of the depression. But to them the reluctance on the part of private 
investors appeared largely as the result of public policies hostile to business; 
and such reluctance, they believed, would only be aggravated by large- 
scale public investment, which in the end would ring the death knell of the 
American system of private enterprise. 

Investment and Thrift. It was, indeed, not until the United States was 
fully engaged in World War II that unemployment disappeared completely 
from the American scene and the output of goods and services came any¬ 
where near capacity. This was entirely the result, directly or remotely, of 
massive public spending for war on an unprecedented scale. It was then 
that intended consumption and investment, public and private, came to 
exceed the output of goods and services under conditions of full employ¬ 
ment, the number of employable persons having been reduced by the draft 
into the armed forces. Only on a gradually rising level of prices was it pos¬ 
sible to hold down the amounts of goods demanded to the level of the scarce 
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supplies. Even in the face of various controls, prices would have risen to 
still higher levels if people had used their large wartime incomes w ithout 
more than ordinary restraint. To prevent them from bidding up the prices 
of goods and services, the government sponsored various campaigns de¬ 
signed to encourage greater thrift. 

Within a decade the American public thus had to unlearn first, and then 
to relearn, the doctrine which interprets private thrift as public virtue. It 
had to unlearn it during the Great Depression and to relearn it when there 
was full employment. It is one of the greatest difficulties encountered by 
modern economic policy that it is bound to reduce thrift, so deeply in¬ 
grained in the American character as absolute virtue, to a matter of relative 
expediency. Modern economics makes saving appear, at times, desirable 
both from the point of view of society and of the individual. At other times 
it is held harmful to the common good, but exactly then it may be still more 
desirable from the standpoint of the individual who is threatened by unem¬ 
ployment and insecurity. 

INVESTMENT AND BUSINESS CYCLES 

The Business Cycle. Investments, we have seen, are subject to violent 
fluctuations, and a glance at Figure 6 (sec p. 45) will confirm this observa¬ 
tion. The instability of modern economic life, commonly referred to as 
the business cycle, is a phenomenon whose interpretation has been at¬ 
tempted with the help of many theories. A detailed review is beyond the 
scope of the present book. Many of these theories, however, have in com¬ 
mon a special emphasis on the profound significance of fluctuations in in¬ 
vestment as an explanatory principle of the business cycle. The late Joseph 
A. Schumpeter (IKK.>-1950), a leading economist of his time, developed a 
four-phase cyclical theory, distinguishing between prosperity, recession, 
depression, and recovery, in which investments are considered as the stra¬ 
tegic element. Entrepreneurs, so Schumpeter held, are eager to utilize tech¬ 
nological progress in the form of innovations, that is, changes in production 
functions. They found new firms, which arc financed by bank credit, pur¬ 
chase new equipment and construct plants, and for the time being enjoy 
the business leadership which is attached to a pioneering effort. 

I hese innovations tend to appear in the form of bunches or clusters, 
not because there are cycles of entrepreneurial ability or of technological 
progress, but because they are made during relatively prosperous periods— 
w hen the risk of failure seems to be slight, and one successful innovation 
creates a psychological atmosphere that invites the making of others. The 
w ave of innovations is accompanied by secondary effects w hich are in¬ 
duced by the fundamental process. The newly created purchasing pow er, 
made available to the innovators through bank credit and disbursed for 
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new plant and equipment, is distributed through the economy. Firms other 
than the innovating ones, and the consumers, have more money to spend. 
The demand for goods increases, giving rise to an expansion of production 
and to speculation, undertaken in the expectation of rising prices. A boom 
develops, which comes to a halt when credit ceases to expand and the early 
innovators begin to repay their loans. As the risk pf failure increases with 
the exhaustion of sound business opportunities, a break occurs in t;;e second 
wave. Liquidations and adjustments may lead to the collapse of the depres¬ 
sion phase. Once the depression has run its course, recovery may set in— 
perhaps automatically, perhaps promoted by such opportunities as arc 
found even during depressions, perhaps brought about by external factors. 
A new wave of innovations then turns the recovery into a fullflcdged 
prosperity. 

The preceding paragraphs have given us a glimpse only of one busi¬ 
ness cycle theory. We shall come across others as the discussion proceeds. 
Schumpeter distinguishes between three different cycles: a short one of 40 
months, an intermediate cycle of 9 to 10 years, and a long wave encom¬ 
passing about 55 years (see Fig. 9). In this interpretation which is quite 
controversial, economic activity moves to the beat of a threefold rhythm, 



FIG. 9. This is an example of a composite cyclical movement (curve 4), reflecting long waves 
(curve 1), intermediate cycles (curve 2), and short cycles (curve 3). The composite cyclical move¬ 
ment still does not contain the trend. Reproduced from J. A. Schumpeter, Business Cycles (New 
York: McGraw-Hill Book Co., Inc., 1939). 


accounting for a complex periodicity of economic affairs which is a com¬ 
posite of the three cycles. Of the long waves, three are described in greater 
detail. The first, from 1787 to 1842, covers the industrial revolution—the 
growth of the cotton-textile industry, the iron industry, and steam power. 
The second long wave, from 1843 to 1897, coincides with the world-w ide 
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construction of a network of railroads. The third, beginning in 1898, mir¬ 
rors the growth of the electrical and automobile industries. If we spin out 
the story further, we may see ourselves engulfed by a fourth wave, now 
in its initial stage, one coinciding perhaps with the utilization of atomic 
energy. 

Three Recent Recessions . The movement of the short cycle may be 
illustrated by the three recessions of 1949, 1954, and 1958. Although much 
less severe than the upheaval of the late 1920’s, these recessions are of typi¬ 
cal significance because the events took place in accordance with a common 
pattern, hirst, there occurred a decline in new construction and new ordeis 
for durable goods, indicating the crucial role of investment. Business fail¬ 
ures rose, while the prices of basic commodities and of industrial stocks 
declined. Apprehension among the business community made itself felt in 
the form of a falling number of new incorporations. The slack in the de¬ 
mand for labor was registered by a decline of overtime hours of work and 
of the average number of hours worked per week. 

These events then ushered in the recession. Unemployment increased, 
w hile there w as a fall of total output, industrial production, nonagricultural 
employment, freight carloadings, and corporate profits. 

Declining orders, sales, and outlays for new plant and equipment can¬ 
not fail to speed up the rate of inventory accumulation. Business stocks 
constitute over 20 per cent of the total output of goods and services. Stocks 



FIG. 10. During recessions, inventories tend to rise faster than sales. From The Cleveland Trust 
Company Business Bulletin, March 16, 1959. By permission. 


on hand are about 150 per cent of monthly sales (see Fig. 10). Changes in 
the rate at which stocks are accumulated show' a special sensitiveness to 
business change in general. Usually, inventories turn down a few r months 
after the peak of business activity has been reached, and their decline is 
more prolonged than that of total output. 
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The behavior of the variables discussed here can be measured by so- 
called indicators, measures of business change which are paid increasing 
importance in business and government. As the variables discussed in the 
first paragraph tend to behave in such a way as to torctell the coming of a 
recession—at least they do so in retrospect—they are known as “leading" 
indicators. Those considered in the second paragraph arc “coincident" in¬ 
dicators: their decline coincides with the recession. The third t\ pc of in¬ 
dicators, “lagging” ones, refers to the movement of variables which fol¬ 
lows behind that of total output or other coincident indicators. Inventories 
arc an important example of such lagging indicators (sec Fig. 11). 

Regularization of Business Investment? Cyclical instability seems to 
be the price of progress in a free society. But must this really be so? Would 
it not be possible to develop countercyclical business policies of investment, 
increasing the rate of investment when a depression threatens and keeping 
it in check during prosperity? At the present stage of our knowledge and 
organizational ability, possibilities of this sort seem to be severely limited. 
Business managers, like other human beings, lack perfect knowledge. In the 
interpretation of the nature of a given business situation, hindsight is in¬ 
comparably superior to foresight. No ringing of bells signals the end of a 
phase of the business cycle. We arc likely to speak of a recession when the 
other fellow is out of a job, reserving the word depression for a situation 
when we find ourselves unemployed. A business policy of regularizing in¬ 
vestment, pursued by individual firms, not only requires an accurate inter¬ 
pretation of the current economic situation but also a prediction of the 
future course of events. 

Moreover, even with adequate knowledge and the best intentions, an 
individual business manager's anticyclical policy mav be frustrated by lack 
of capital and by the failure of other business concerns to pursue a similar 
policy. In a highly developed economy such as ours, many of the products 
of industry are complementary; that is, their utilization calls for the syn¬ 
chronized output of other goods. If the steel industry were to expand 
countercyclical^, its chance to sell the additional output would be poor in 
the absence of expansion among the automobile and other steel-using in¬ 
dustries. Much, then, would depend upon the co-ordination of a business 
policy of regularized investment. It might seem that co-ordination would 
not be too difficult to accomplish, with some 1,600 companies with assets 
of $5 million or more doing approximately 60 per cent of all investment. 
But whatever method of co-ordination would be selected, it would create 
dangers of its own, since it would either encourage monopolistic policies 
on the part of business or concentrate an excessive amount of power in 
government, which might come to prescribe investment policies for all. 
The whole matter, however, continues to be actively discussed, and as time 
goes on, methods and procedures may be developed for a successful regu¬ 
larization of investment. 
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Statistical Indicators 


LEADING INDICATORS COINCIDENT INDICATORS 



FIG. 11. Note fhe behavior of the statistical indicators during the recessions of 1954 and 1958. 
From Statistical Indicator Associates, Great Barrington, Mass. By permission. 


SUMMARY 

The productive process becomes more efficient mainly through im¬ 
provements in the use of capital. They are brought about by technological 
progress. Technological advances are promoted by businessmen, although 
on occasion interest in the maintenance of existing conditions is strong 
enough to retard new developments. Change and grow th require adjust- 
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ments that arc often painful to specific groups. Thus labor may suffer from 
technological unemployment if its mobility is low or if alternative job 
opportunities are poor. Technological progress results in increased pro¬ 
ductivity, which in turn may be reflected in lower prices or higher wages. 



FIG. 11. Continued. 

Of late, government has lent substantia] financial support to scientific 
research designed to promote technological advances. In the past the gov¬ 
ernment's role was generally limited to the maintenance of the patent sys¬ 
tem. Patents give rise to monopoly power, and there are abuses of the patent 
system calling for its reform. 

'Technological progress is financed with the help of new capital, made 
available from current income. Its transformation into producer goods is 
called “investment.” If investments arc made, society does not use all of its 
income for consumption. Part of it is saved, that is, invested. For society, 
savings and investments arc the same. If the rate of investment is increased, 
it will produce an increase in the rate of savings out of income received. 
Attempts to increase saving out of income received do not necessarily cause 
an increase in investments. 

Though the trend of investment is upward, and prospects are fair, in¬ 
vestment is subject to violent fluctuations. The economic instability which 
attends these fluctuations is know n as the business cycle. Fluctuations might 
be dampened if it were possible to regularize business investment, 
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STUDY QUESTIONS 

1. Besides the more liberal equipment with capital, what are other factors 
causing productivity to increase? 

2. Approximately how large is the amount of capital per production worker in 
the United States? 

3. What does the bulk of capital equipment consist of? 

4. What are the economic inducements to technological change? 

5. What are the prospects for the utilization of nuclear energy for peaceful 
purposes? 

6. Trace the changes of the role of the government in sponsoring and financ¬ 
ing research. 

7. Can patents be used to impede technological progress? 

8. W hat are cross-licensing agreements? 

9. What is meant by compulsory licensing of patents? 

10. How may automation be responsible for technological unemployment? 

11. How would you define “investment”? 

12. V\ T hat is the relationship between investment and saving? 

13. What is the difference between c.r post saving and ex ante saving? 

14. In w hat respects does Schumpeter’s theory of the business cycle fail to 
reflect current conditions of economic life? 

15. What is the role of investments in Schumpeter’s business-cycle theory? 

16. W r hat is an innovation? 

17. Why does investment fluctuate? 

18. What historical periods are covered by the “long weaves” of Schumpeter’s 
business-cycle theory? 

19. In which lines of activities is investment most rewarding right now? 

20. What are the obstacles to a policy of stabilizing business investment? 
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THE SOURCES OF BUSINESS FUNDS 

We have learned in the preceding chapter that business investment may 
be financed f rom three different sources: the personal savings of individ¬ 
uals, which may be used, either directly or through the services of financial 
intermediaries, for the purchase of stocks and bonds; the extension of credit 
through the commercial banking system; and the reserves of business itself. 

I .et us now compare the relative importance of the various sources of funds. 
In 1 personal saving--that is, the difference betw een persons’ incomes 
after taxes and their consumption expenditures—was $23 billion, about the 
same that it had been during the three preceding years. Not all of this 
money, of course, was available for the purchase of newly issued stocks 
and bonds. Indeed, the entire net amount of new corporate issues—that is, 
net of those issued in place of securities already outstanding—was $8.4 bil¬ 
lion in 19*9, somewhat less than from 1956 to 1958, and not all of this was 
purchased by private individuals or indirectly for their account. 

bank loans, the second source of investment finance, reached $4 billion 
in 1959, much more than in 1957 and 1958 but less than in 1956. Indeed, in 
19sS bank loans had a negative value, that is, on balance more w as repaid 
than newly borrowed. 

Compare now with these amounts the so-called “internal sources” of 
business funds for investment. These reached in 1959 the unprecedented 
sum of $.'0.5 billion. 1 his was distributed w ith $20.5 billion among deprecia¬ 
tion allowances and with $10 billion among retained profits. Depreciation 
allow ances reflect the cost of durable instruments of production whose 
useful length of life goes beyond the single accounting period. A concern, 
toi example, may have purchased a truck for $5,000; and if the useful length 
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of life of the truck is five years, it may record in its books an annual depre¬ 
ciation allowance or charge of 51,000 during each year of the five-year 
period. This charge is said to be an expense but not an expenditure, mean¬ 
ing that the 51,000 need not be actually disbursed during the account¬ 
ing period and that the firm, if it does disburse it, can put it to such purposes 
as it sees fit. The retained profits are that portion.of total corporate profits 
which is left over after corporate tax liabilities and dividend payments have 
been met. 


THE RETENTION OF INCOME 

The retention of corporate income, a practice sometimes known as self- 
financing or internal financing, thus has come to be the principal instrument 



FIG. 12. Corporate financing features large-scale use of internal funds ana renewed expansion 
of short-term debt. From Survey of Current Business, February, 1960, p. 26. 
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for making available to the business firm the funds for its own expansion 
(see Fig. 12). The behavior of the corporate manager of the real world 
docs no longer conform to Schumpeter’s concept of an innovating entre¬ 
preneur, whose activities arc financed by bank credit (sec p. 64). Indeed, 
some corporations pursue a policy of relying exclusively on internal sources 
of funds for expansion. Other corporations consider it a matter of pride not 
to resort to bank credit or to bond financing, although capital obtained in 
this way usually commands a lesser return than equity financing through 
new issues of stock—at least, so it has behaved in the past. Du Pont, the 
great chemical concern, offers the outstanding example of a business that 
refuses to use bond financing. 

Internal financing of new investment is not feasible without the accumu¬ 
lation of reserves in excess of those required for maintenance and replace¬ 
ment and ordinary contingencies (see Fig. 13). During the 1930’s the ac- 
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FIG. 13. Undistributed corporate profits, available for internal financing, are about equal to 
dividend payments. From Economic Report of the President, January, 1960, p. 17. 

cumulation of huge reserve funds was criticized adversely, because a more 
liberal dividend policy presumably would have encouraged consumer 
spending and perhaps might even have induced the dividend receivers to 
raise their investments. It was then attempted by means of tax policies and 
otherwise to induce business firms to distribute a larger portion of corpo¬ 
rate profits. Indeed, from 1936 to 1940 the federal government levied a tax 
on the retained earnings of corporations, graduated in accordance with the 
relative size of the earnings. 
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Criticism of this sort has little justification under conditions of high-level 
economic activity. There are, however, more universally valid causes of 
dissatisfaction with excessive corporate reserves. First, such reserves facili¬ 
tate the purchase of smaller businesses by the larger ones and thus make for 
greater concentration of economic power. Secondly, they tend to distort 
the allocation of productive resources if corporate managers can use them 
for investment at their own discretion. Under these conditions, it is not the 
market test, the collective decision of the forces appearing in the capital 
market, which allocates available funds to productive uses but the private 
judgment of corporate officials. These are often relative!v independent of 
effective control by the stockholders, and in a large corporation, all a stock¬ 
holder can do to register his discontent is to sell his stock. Investors as well 
as corporate managers may, of course, make mistakes of judgment in the 
allocation of investment funds. Hut, as is natural with human beings, corpo¬ 
rate managers will often be inclined to use such funds for enlarging the 
business w hich they happen to operate, w hile from the point of view of 
society—that is, if the market test were the decisive factor—other uses may 
seem preferable. If corporate profits w ere more fully distributed in the form 
of dividends, more funds would become available for these uses (see Fig. 
13). Third, the retention of corporate profits may be used as a method of 
avoiding the personal income tax. What is not distributed as dividend is not 
liable to an income tax payable by the stockholder. If the value of the stock 
appreciates as a result of the retention of earnings, and if the stockholder 
realizes this gain by selling the stock, his income tax liability for long-term 
capital gains is less than it would be for dividend income. 

A fourth objection to the widespread use of internal financing is based 
on the observation that corporations which rely on such financing thereby 
demonstrate that the prices w hich they charge for their products are well 
above of w hat they w ould be in a competitive market, that is, above cost and 
normal profit. Under such arrangements it is the consumer rather than the 
capital market whose funds are made to pay, in the form of higher prices, 
for new' investment. 

Fifth and last, the practice of internal financing is apt to frustrate the 
government’s monetary and credit policy. For example, if the monetary 
authorities, in order to restrain a boom, tighten credit or place controls on 
new r issues of corporate securities, those corporations which can finance 
expansion from internal funds will feel little or no compulsion to fall in line 
with the aims of public policy. 

In summary, internal financing facilitates the concentration of eco¬ 
nomic power, tends to distort the allocation of productive resources, leads 
to the avoidance of taxes, places the financial burden of investment on the 
consumer, and makes possible the frustration of public policy. 

In defense of the retention of earnings, it is pointed out that the policy 
of stable dividend payments, pursued by many corporations and preferred 
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by large numbers of stockholders, would be impossible if all earnings were 
distributed as soon as they are made. It is emphasized, further, that the prac¬ 
tice of income retention is indispensable for small and growing concerns, 
which have no ready means of access to the capital market. Moreover, 
stringent policies of distributing dividends may be called for during periods 
of rising prices. During such periods the amount available for expansion 
usually is less, often far less, than the amount retained. When prices rise, 
even an unchanged volume of business requires more cash. Besides, profits 
may have been made on inventory whose replacement cost has gone up. 
Finally, during periods of rising prices the depreciation allowance, which 
is calculated in terms of the original cost prevailing at the time of purchase 
of the durable assets, no longer suffices for the acquisition of a similar asset. 
Indeed, estimates have been made to the effect that aggregate depreciation 
charges during the early fifties fell short by $7 billion per year of the amount 
required to purchase replacements. 

I >ast, but not least, the regulation of the securities markets, which will be 
discussed presently, has been a factor of considerable importance in inducing 
corporations to rely on internal sources of finance. Obviously, if funds do 
not pass through the market in the form of issues of stocks or bonds but are 
generated w ithin the firm itself, they escape the regulations imposed 
upon the securities markets. It takes time and money to live up to these 
regulations. 

REGULATION OF THE SECURITIES AAARKETS 

Federal regulation of the securities markets dates from the early 1930’s, 
when investors became dissatisfied with the prevailing state of affairs. (Note 
that whenever the word “investment” occurs here, it is used in the financial 
sense, not in its technical meaning of real investment.) From 1929 to 1933 
the market value of the securities listed on the Ncw r York Stock Exchange 
declined from $115 billion to $55 billion. The reduction in value of $60 
billion does not measure the whole extent of the disaster, because it does not 
reilect the decline of securities listed on other exchanges or traded over the 
counter. Nevertheless it is impressive enough, comparing with a national 
income of $40 billion for 1933. The public became aroused and insisted on 
the federal supplementation of the unsatisfactory state regulations of se¬ 
curities transactions. Lor a long time there had existed a number of state 
laws, especially the so-called “Blue-Sky Laws,” which w r ere designed to 
protect investors. Some of these laws provided for the punishment of fraud¬ 
ulent transactions incidental to the sale of securities; others required li¬ 
censes for securities dealers; still others called for the registration of securi¬ 
ties offered for sale; and some combined most of these features. The state 
law s had, on the whole, proved disappointing. They were executed only 
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perfunctorily because of the lack of an adequate administrative organization 
in most states. Where such an organization existed, the territorial limitation 
of the jurisdiction and the lack of uniformity among the statutes often made 
protection illusory. 1 

The intervention of the federal legislator was preceded by a scries of 
congressional hearings and investigations which unearthed numerous abuses 
on the part of investment bankers and brokerage houses. Starting in 1933, 
Congress then passed the follow ing statutes: Securities Act of lo33, Securi¬ 
ties Exchange Act of 1934, Public Utility Holding Company Act of 1935, 
Chandler Act of 1938, Investment Company Act of 1940, and Investment 
Advisers Act of the same year. This series of legislation will now be 
discussed. 

Securities Act of 7933 . With one exception the provisions of the Se¬ 
curities Act of 1933 were concerned with newly issued securities. To pro¬ 
tect prospective investors from the purchase of fraudulent securities, the 
issuer must first file a detailed statement with a federal agency, disclosing all 
pertinent information with regard to the proposed issue. The federal 
agency. Securities and Exchange Commission, may exempt small issues not 
in excess of $100,000 from this regulation. This amount was raised to 
$300,000 in 1945, and efforts have been made to raise it still further. Also 
exempt are government bonds, short-term commercial paper, and privately 
placed securities. The Commission is authorized to set up standards for the 
contents of the so-called “prospectus’' which describes the securities offered 
for sale. 

Only one section of this Act applies to new and old security issues: it 
bars in a general way fraudulent practices committed in conjunction with 
either. 

Securities Exchange Act of 7934 . The Securities Exchange Act of 
1934, on the other hand, contains elaborate regulations affecting trad¬ 
ing in securities after issue. The regulations refer to security exchanges 
as well as to securities themselves. Security exchanges must be registered 
with the Securities and Exchange Commission, which has broad powers of 
control over these organizations. Registration is also required for all securi¬ 
ties listed on the exchanges. The information supplied in conjunction with 
the registration statement is, on the whole, as comprehensive as that given 
by the issuers of new securities. In order to keep it up to date, it must be 
supplemented by periodical and other reports. /Manipulation of the securities 
markets by means of obnoxious devices such as wash sales and matched 
orders is prohibited. These transactions are designed to create artificial 

1 Lately a uniform securities act, endorsed by the American Bar Association and 
other organizations, has been adopted by a number of states. Two no:ed legal authori¬ 
ties, the draftsmen of the act, have reported on this in Bltte Sky Law , by Louis Loss and 
Edward M. Cowett (Boston: Little, Brown & Co., 1958). 
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prices that do not reflect the real market situation: in the case of wash sales, 
no actual change of ownership is contemplated; while in that of matched 
orders, an order to sell is “matched” by an order to buy. 

The Act further places credit facilities available for securities markets 
under the control of the Federal Reserve Board. More specifically the Board 
is authorized to determine so-called margin requirements, referring to the 
percentage of security purchases for which a purchaser must pay cash, thus 
stipulating the maximum he may borrow. During the Great Depression the 
possibility of buying stocks on credit had spelled ruin for many people who 
found themselves heavily in debt after stock prices had fallen. 

The Act also restrains the manipulations of corporate “insiders” bv re¬ 
quiring information about the remuneration and other financial advantages 
of the officers, directors, and principal stockholders of corporations. If in¬ 
siders use their superior know ledge for short-term operations in the corpo¬ 
ration’s stock, profits from such transactions may be recaptured by the 
corporation. No insider is permitted to sell the corporation’s stock short. 
The use of proxies, often instrumental to the perpetuation of the insiders’ 
control, is regulated by the Act. 

Not all securities transactions occur at the stock exchange. Bills have 
frequently been introduced in Congress to extend the rules governing se¬ 
curities traded at national exchanges to the unlisted securities of corpora¬ 
tions with substantial assets and large numbers of stockholders. In terms 
of the toral value of security transactions, the so-called “over-the-counter” 
markets are far more important than the recognized stock exchanges. In 
over-the-counter transactions, brokers get together informally, usually 
over the telephone rather than over a real “counter.” Federal, state, and 
municipal securit ies are traded in these markets. Of sales of corporate stock, 
about one third of the total value is transacted over the counter. A certain 
amount of regulation of over-the-counter markets was provided bv amend¬ 
ments to the Securities Fxchange Act, passed in 1936 and 193H. Here we find 
a pattern of control often applied by the federal legislator: the denial of the 
use of the mails to those who do not live up to certain standards. Security 
dealers and brokers, regardless of their connection with an organized ex¬ 
change, may not use the mails unless they are registered with the Securi¬ 
ties and Fxchange Commission. They are also, in effect, compelled to join 
a professional organization, the National Association of Securities Dealers, 
w hich promotes observance of the law among its members, prevents fraud 
and manipulation, and enforces adequate standards of professional behavior. 

Public Utility Holding Company Act of 1935. Both the Securities Act 
ami the Securities Fxchange Act do no more to discourage or promote 
the issue of specific securities than to require fair play and sufficient 
inhumation. I ruth in securities may be said to be the watchword of this 
legislation. 1 he Public Utility Holding Company Act goes further; its 
objective w as the elimination of certain holding companies in the gas and 
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electric industries, where their operations had been especially obnoxious. 
A holding company is a corporation that controls other corporations 
through the ownership of their stocks. The holding-company device en¬ 
abled unscrupulous manipulators to dominate vast utility networks to the 
disadvantage of affiliated companies, investors, and customers. Utility hold¬ 
ing companies must register with the Securities and Exchange Commission; 
and they may, in effect, issue bonds and preferred stock only for refunding 
and similar operations. The Commission is given broad powers or control 
over the types of securities which may be issued and the conditions attend¬ 
ing their sale, as well as over the acquisition of securities by such companies 
and other transactions between the holding company and its subsidiaries. 
Public utility holding company systems must be simplified and limited to a 
single integrated system, that is, to one reflecting technological conditions 
and regional requirements rather than financial manipulation. 

Chandler Act of 1938. This Act, important as it is, applies to a rather 
special situation—viz., corporate failures and reorganizations. On occasion 
the interests of the various parties to such procedures diverge; there are 
opportunities for all sorts of machinations resulting in the neglect of those 
groups which are not vociferous or otherwise badly protected. The Chand¬ 
ler Act improves the reorganization procedure by insisting on the appoint¬ 
ments of trustees whose impartiality and disinterested management is not 
impaired by the ownership of securities of the corporation in reorganiza¬ 
tion. It also assigns to the Securities and Exchange Commission important 
functions in such procedures. 

Investment Company Act of 1940. An investment company is an or¬ 
ganization which buys securities for the purpose of investment. Its own 
stock is held by individual investors. The organization of such concerns 
had made much headway during the speculative excess of the twenties. 
Abuses of the trust placed in the management of the investment company 
had been especially flagrant. The Investment Company Act provides for a 
system of comprehensive regulation, by the Securities and Exchange Com¬ 
mission, of the transactions of such companies, with the view of promoting 
honesty, competence, and independence. Investment companies have again 
come to assume considerable importance in recent years. 

Investment Advisers Act of 1940 . Many persons buy advice pertain¬ 
ing to security transactions from professional experts called investment 
counselors. The Investment Advisers Act is designed to raise the profes¬ 
sional standards that prevail among these people. They must register with 
the Securities and Exchange Commission and arc forbidden to engage in 
certain practices considered undesirable. 

The Securities and Exchange Commission Today. Many years of un¬ 
broken prosperity have diminished the interest of the public in the opera¬ 
tions of the Securities and Exchange Commission. The agency finds its work 
hampered by fiscal economy, and w ith the passage of time the pioneering 
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clan , which inspired ir during the thirties, has given place to drab routine. 
As stock market manipulation and abuse has mounted in the face of increas¬ 
ing stock prices and increasing participation of the public in stock market 
speculation, the work of the agency has become more important than ever. 2 

I'he wide scope of its operations is indicated by the fact in a single fiscal 
year, that of 1959, it processed some 1,226 registration statements covering 
$16.6 billion of securities. Approximately 5,000 brokers and dealers are 
registered with it. In the fiscal year of 1958 it investigated 1,425 dubious 
transactions. The New York regional office alone brought over 200 shady 
stock promoters to court in 1956-58, mostly people that were engaged in 
so-called “boiler-room” operations, that is, high-pressure salesmen who sold 
the unweary a bill of goods over the telephone. Other manipulators defraud 
the public by starting unfounded rumors designed to affect stock prices, 
or they create the impression that a stock is actively traded by buying and 
selling among each other. 

The personnel of the agency is by far too small in number to handle its 
job adequately. There are some 1,000 people employed by it, less than the 
personnel of a large brokerage office. Its budget ol $K million, of which one 
third is recouped in fees, compares with a market value of listed stock issues 
registered under the 1954 Act of $338 billion as of June 30, 1959. 

THE MECHANICS OF EXTERNAL FINANCING 

A corporation which desires to utilize external sources of finance may 
obtain funds either in the form of a term loan from a commercial bank or 
through the sale of securities- -that is, stocks or bonds. T he sale of securities 
may he accomplished either in the form of so-called “private” placements; 
or the issue may be underwritten by an investment bank, which then dis¬ 
tributes it among its customers. 

Lunds for external financing, or investment funds, may be made avail¬ 
able from the savings of private individuals. Apart from these, there are 
institutional investors---commercial and savings banks, insurance compa¬ 
nies, trust companies, and others—who max \\ ish to hold some of their assets 
in the form of corporate securities. As late as twentv x'ears ago, investment 
banks played the leading role in channeling the funds of private individuals, 
trusts, commercial and savings banks, and other organizations into ncwl\’ 
issued corporate securities. Investment banks underwrote such issues, pur¬ 
chased them, and subsequently marketed them in small or large parcels 
among the final buyers. The importance of the investment banks is now 
much reduced, owing to the growth of internal financing and of private 
placements. 

2 See “Wall Sn eer’s Policeman," Economist, November 28, 1959, p. 866; “The SIC: 
Caveat Tinptor." Fortune, November, 1958, pp. 140 tf. 
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Public Offerings. When the offering is a “public” one and is done 
with the help of an investment bank, the price at which the corporation can 
dispose of the issue usually is the result of negotiations with the investment 
bankers. These are sometimes inclined to insist on an exclusive relationship 
with their clients and to respect each other's territories. While such an 
attachment may, on occasion, be beneficial, there may be other instances 
where it proves harmful for the investing public and for the corporation 
whose security is to be sold. 

As an alternative to negotiated securities issues, there also exists com¬ 
petitive bidding for new ly issued securities. The regulatory authorities 
have made competitive bidding mandatory for the bulk of all new' railroad 
and public utility bonds, but owing to the resistance of the investment 
bankers the practice has made little headway with respect to industrial 
bonds. Under competitive bidding the price at which the issuer sells the 
security to the investment banks is not the outcome of negotiations but of a 
process of bidding, with the interested investment banks submitting sealed 
written proposals. The regulatory bodies in the transportation and public 
utilities field insist upon this practice, because in these lines of business the 
companies arc considered under duty to the public to obtain their capital 
at the low est cost consistent w ith a sound financial structure. Kxpcricncc 
has indeed show n that under competitive bidding the “spread” or gross 
profit to the underwriting investment banks—that is, the difference be¬ 
tween the price they pay the issuer and the initial offering price they charge 
the public—is about one half of that prevailing for negotiated issues. The 
reduction of the spread implies that either the issuer or the investor, or both, 
receive a better price. Another advantage of competitive bidding is the 
greater independence of the issuer from the investment banks. 

A case could be made for the w ider application of competitive bidding, 
but in actual practice efforts are under way to reduce it even in the utilities 
field. These efforts arc vigorously supported by many investment banks. 
Cogent reasons for this are hard to find, however. It used to be said that 
under competitive bidding, where the bidders arc not certain whether they 
w ill obtain the issue, they arc unable to devote themselves to the necessary 
exhaustive investigation of the proposed issue. This argument lacks con¬ 
viction, because under the rules of the Securities and Kxchangc Commission 
and of the regulatory bodies in the transportation and public utilities field, 
the companies arc under duty to provide detailed information about all 
financial data relating to a new' issue. Another objection to competitive 
bidding refers to the possibility of irresponsible bidding. But there is no case 
on record w here a bidder would have failed to honor his commitment. 

Investment-Banking Problems . Investment banks now find themselves 
on the defensive because of the relative shrinkage of the volume of their 
business. Certain practices of investment banks have in the past been fre¬ 
quently under attack, but the regulation of the securities markets has on the 
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whole improved the situation. Complaints are still heard about the oc¬ 
casional manipulation of the market price of new securities. Sometimes 
investment bankers lend temporary support to the market price in order to 
prevent it from falling below’ the price at which they want to dispose of a 
new issue. Once the distribution is completed, the price is allowed to drop. 
Critics have pointed out that this may tend to deceive the investing public, 
which may believe that the market price came about without the inter¬ 
vention of the investment banks. 

Monopolistic practices allegedly committed by a number of leading 
investment banks came under attack in 1947, when the Department of 
Justice starred antitrust proceedings against seventeen such institutions. 
They w ere charged with conspiracy to dominate the securities field and to 
eliminate competitive bidding. The seventeen were said to have managed 
69 per cent of the securities issued betw een 193K and 1947. After a three- 
year trial the case was dismissed in 1953. 

Private Placements. Private, or direct, placements occur when, in¬ 
stead of a “public” distribution, the new securities arc sold directly by the 
issuing corporation to the final buyer-—that is, in practically all cases, to a 
life insurance company. The total assets of the life insurance companies arc 
over SI 10 billion, marking a tenfold increase in 55 years. The expansion of 
the life insurance companies as guardians of the people's savings has been 
paralleled by an increase in the private placement of corporate bond issues. 
In recent years, private placements have been close to, and at times in excess 
of, 50 per cent of the total value of new corporate bond issues. 

Private placements affect primarily the bonds of industrial and financial 
corporations. The financing of public utilities and railroads is subject to 
rules laid down by regulatory authorities, and generally these do not permit 
the direct placement of new railroad or public utility bonds. 

Corporations have come to prefer private placements for a variety of 
reasons. If there is no public distribution the issuing corporation docs not 
need to file a registration statement with the Securities and Exchange Com¬ 
mission, and it does not have to observe a w aiting period required between 
the filing of the statement and the sale of the issue. Corporations particularly 
dislike the waiting-period requirement, since conditions at the capital 
market change and may become less favorable during such periods of delay. 
Regardless of this consideration, how ever, the grow th of the life insurance 
business has made available funds that can be "reached relatively easily by 
means of private placements. I he services of the intermediary investment 
banker can be more readily dispensed with when a few- of the giant con¬ 
cerns in the insurance field are to be contacted than when a large number 
of small investors must be approached. 

Im-oiu the point of view of the issuer of the securities, the elimination of 
the middleman, or the reduction of his role to that of an advisor, may mean 
a diminution of the cost of placement. Investment banks serve in many 
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cases of private placements as agents or as finders. The issuing corporation 
may also consider it advantageous to have a single owner of an issue, and 
one who is in a strong financial position. In the case of financial adversity 
arising in the future, the borrower might find it easier to secure temporarv 
adjustments from a lender of this tvpe than from a multitude of small in¬ 
vestors. When lenders are few and financially powerful, there arises, of 
course, the danger that they may come to dominate the borrowing con¬ 
cerns. In the past the investment hankers have occasionally been acc ised of 
assuming a dominating position over their clients. It remains to he seen 
whether similar accusations w ill be launched against the great insurance 
concerns. 

The soundness of private placements is challenged, first of all, by some 
investment bankers, w ho complain about the loss of important functions. 
Proposals have been made that privately placed securities be made subject 
to Securities and Exchange Commission regulation and registration, just as 
are public offerings. The avoidance of registration, it is expected, would 
then cease to be an incentive for private placements. Public placements 
might be made more palatable to the borrowers by a change in legislation, 
permitting ofFers for the sale of newly issued securities, or the solicitation of 
offers to buy, before the end of the registration period. It is doubtful, how¬ 
ever, whether the trend toward private placements will come to an end so 
long as the grow th of the insurance business creates conditions that are so 
favorable for the continuation of the practice. In any event, it cannot be 
denied that under private placements the large institutional investors tend 
to obtain the cream of the crop of new securities issues, w hile small institu¬ 
tional and private investors must be satisfied w ith w'hat is left over. 

SUMMARY 

Business expansion may be financed from internal or external sources. 
Internal financing through the retention of earnings has come to be of great 
importance. Its principal w eakness is the replacement of the market test for 
expansion by the decision of the corporate officers. 

I'he securities markets are subject to federal regulation enacted during 
the thirties. “Truth in securities” may be said to be the watchword of this 
legislation, which is administered by the Securities Exchange Commission. 

If a corporation uses external sources of funds, it may sell a bond issue 
directly to an insurance company. A substantial part of all bonds are now' 
privately placed in this manner. If there is a public distribution of the new 
issue, the price may either be negotiated or determined by competitive 
bidding. 

The grow th of internal financing and of private placements has con¬ 
siderably diminished the importance of the investment banking business. 
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STUDY QUESTIONS 


1. \\ hat are the different w ays of financing business investment? 

... \\ hat is the relative importance of the different sources of investment 
funds? 


\\ hv would some firms forego opportunities for bond financing? 

4. Is it cheaper for a firm to finance expansion through the issue of bonds or 
of stocks? 

V ^ *V lt l n, ^j c wcrc applied to retained earnings in the United States 

during the late 1950's? 

6. What arc some undesirable features of business financing from retained 
earningsr 

earn bins' 0 S<, " R t * CS ' ral,Ic ^ catures business financing from retained 
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8. Why do stockholders on the whole support business policies of retaining 
earnings? 

9. Approximately what is the average ratio of dividends to retained earnings? 

10. In a period of rising prices, are all retained earnings .nailable for the ex¬ 
pansion of a business? 

11. What were the factors responsible for the passage of legislation rcgi.latmg 
the securities markets in the early 1930’s? 

12. With the securities markets regulated under various laws, can the in' cstor 
be assured that the purchase of securities will turn out to his advantage.' 

13. Which agency of the government is in charge of the establishment of margin 
requirements for the purchase of securities? 

14. What arc the margin requirements right now? t Consult the Federal Reserve 
Bulletin.) 

15. What are over-the-counter transactions? 

16. Are all transactions in securities subject to regulation by the Securities and 
Exchange Commission? 

17. How is the price determined at which new lv issued securities are sold? 

18. What are the advantages of competitive bidding for newly issued securities? 

19. What is meant by private placements? 

20. Are there undesirable features of private placements? 



Chapter j PROBLEMS OF ECONOMIC MEAS- 
5 j UREMENT AND PREDICTION 


In the preceding chapters, we have occasionally alluded to the sudden 
reversal of economic conditions which occurred during the late tw enties. 
The violent character of the economic fluctuations w hich plagued the 
world, and especially its industrially most advanced parts, during the Great 
1*1 iression w as not without influence on economic thought. Interest arose 
in theories that would give a satisfactory explanation of the level of general 
economic activity which had dropped so abruptly and stayed low so per¬ 
sistently. Instead of the economics of individual commodity and factor 
prices, of the firm and of the industry, economists came to concentrate 
their attention on the role played by large aggregates, like the national in¬ 
come, the total demand for labor, and the volume of employment. Micro¬ 
economics, the study of small economic units, was supplemented by 
macroeconomics, the study of aggregates. In this new theoretical setting 
the problems of investment, consumption, and employment assumed new 
significance. There w ill be ample opportunity to explain this more fully 
in Chapters 6 and 9, below, which arc devoted to consumption and employ¬ 
ment. Tor the time being, w e are interested primarily in new concepts of 
social accounting, tools of measurement, that developed partly under the 
influence of the new ideas, but chiefly in the course of the refinement of 
statistical techniques. 

I conomists have become eager to formulate theoretical concepts that 
would be “operational” in the sense that they would lend themselves to nu¬ 
merical measurement. I he validity of propositions formed by combining 
operationally defined terms can be tested more adequately than propositions 
concerning utility, sacrifice, plain, pleasure, or w elfare—terms which rarely 
admit of numerical measurement. Increasing use of operational terms has 
facilitated the statistical testing of economic theories and has led to the rise 
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of a new science, econometrics, which is concerned primarily with the nu¬ 
merical evaluation of economic concepts. 

NATIONAL ECONOMIC ACCOUNTING 

The various notions of the national income arc the principal result of t he 
new emphasis. They are over-all measurements of economic activity \ hose 
value is increasingly recognized in government and business. National in 
come estimates are currently published by the Department of l nime'ce. 
For earlier years, computations have also been made by the National Bureau 
of Economic Research, a private organization that has done much to stimu¬ 
late work in this field. On the whole the official estimates of the Department 
of Commerce do not go back further than to 1929. National Bureau figures 
have been computed for a considerably longer period, extending back to 
1869. Estimates prepared by the National Industrial Conference Board reach 
back still further. 

Personal Income. Personal income is much the simplest of the various 
national income concepts. It is also the only one available by states and 
therefore especially useful for regional and local market research. Personal 
income is a measure of income distributed. Thus, it neither measures income 
produced nor income earned but not distributed. It comprises all payments 
to individuals—wages, salaries, income of unincorporated enterprises, rents, 
dividends, and interest. These payments are included regardless of the fact 
that they may, or may not, reflect the current production of goods and 
services. Payments made independently of current production are called 
transfers. Notable examples are benefits from social insurance funds, pen¬ 
sions veterans allowances, and tax refunds. In effect, interest on the federal 
debt is also treated as a transfer item, because the bulk of the government 
debt was created to finance wars and past expenditures. Income in kind is 
included; for example, that accruing to members of the armed forces, as well 
as imputed income, such as rent for owner-occupied homes. 

Excluded from personal income are capital gains resulting from the sale 
of assets, this in spite of the fact that the federal tax collector considers such 
gains taxable income. Capital gains, for example, from sales of stocks or 
bonds result from changes in ownership of existing assets, not from the 
production of new ones^ Likewise excluded arc undistributed profits of 
corporations; they are earned but not distributed. Furthermore, those pro¬ 
ductive activities are excluded which generally are considered as outside of 
the economy, such as the value of the services of housewives. Hence, it a 
man marries his housekeeper, the national income will fall by the amount 
of her previous earnings. And there are finally excluded earnings from un¬ 
lawful activities. They may be acquisitive, but are not considered produc- 

tivT. . 

Personal income docs not measure w elfare, and neither c.o the other 
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national income concepts which are analyzed below. 'The dollars in which 
income is expressed are not w eighted in accordance with any criterion of 
social desirability. The earnings of the liquor producer arc measured by the 
same yardstick as those of the baker. 

Disposable Income. Disposable income can be derived from personal 
income by deducting from it income and other personal taxes. The differ¬ 
ence measures the amount of income at the disposal of consumers. Accord¬ 
ing to its use, disposable income is divided into two parts, personal con¬ 
sumption expenditure and personal saving (see Fig. 14). By definition the 
sum of these is always equal to disposable income. 

National Income. National income, in the technical sense of the term, 
is related to personal income in that both concepts measure the earnings of 
the factors of production. But unlike personal income, national income 
includes earnings regardless of their distribution. National income can be 
derived from personal income by adding to it undistributed corporate 
profits and contributions to social insurance and by subtracting from it 
transfer payments which do not reflect the current production of goods 
ami services. 

National income can be defined as the value of the current net output 
of goods and services at factor prices (that is, at prices containing only the 
rewards of factors of production). Since it is a measure of current pro¬ 
duction, the transfer payments which were included in personal income 
must now be deducted. In normal years national income will be larger than 
personal income, since tim ing such periods undistributed corporate profits 
will exceed transfer payments. At other times, undistributed corporate 
profits may be small; they may even be negative if corporations reduce 
reserves to pay dividends. Transfer payments for relief and the like, then, 
may be large. If this is the case, as was true during the Great Depression, 
personal income is larger than national income. Almost the same occurred in 
l ( Mr> when mustering-out pay and veterans allowances contributed to a 
considerable increase in transfer payments. 

Net National Product. \\ hile the national income is a measure of the 
i in lent output of goods and services at factor prices, the net national prod¬ 
uct indicates the value of current output at market prices. The national 
income measures the resturns to the factors of production; the net national 
pioduct is the sum of payments made by the buyers of currently produced 
goods and services. 1 hese values arc not identical. Goods are sold at prices 
that include more than the returns to the productive factors. The difference 
between market and factor prices is equal to the sales taxes and other in- 
diiect taxes paid by business. I he purchaser of goods pays the market price; 
out of this, businessmen pay a variety of taxes, and only w hat is left over is 
available for distribution among the factors of production. The net national 
product can be derived from the national income by adding to it indirect 
business taxes. 



Disposable Income 



FIG. 14. Since the Great Depression, the upward movement of personal income and of disposable income has rarely been interrupted. Personal, 
or net, saving is substantial. From Economic Indicators, August, 1960, p. 5. 
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Gross National Product. The gross national product resembles the net 
national product in that both concepts measure the current output of 
goods and services at market prices. It is called “gross,” because it includes 
the net national product plus an estimate of the value of the contribution of 
capital accumulated in the past. This estimate is made in the form of capital 
consumption, or depreciation, charges, which measure the decline in the 
value of assets whose useful life extends beyond a single accounting period. 
Unlike the net national product, w hich measures only the contribution of 
current productive activities, the gross national product includes the value 
of the contribution of the past: of a steel mill constructed years ago, of a 
piece of machinery manufactured during earlier periods, or of a truck that 
is no longer new. Gross national product contains an element of double 
counting, w hich would become especially pronounced if an attempt w ere 
made to add up the gross national products of several years. In this case the 
value of capital goods would show up twice: first during the year of their 
production and again over the period during which their services are in¬ 
corporated in output. 

The capital consumption charges may also be interpreted as an estimate 
of the currently’ produced goods and services designed to keep the nation’s 
stock of capital intact. The concept of gross national product did indeed 
develop during W orld W ar II, w hen it w'as desired to obtain a measurement 
of total output that would include not only consumption and net invest¬ 
ment bur also goods and services required for the maintenance of capital. 
These goods and services (reflected mainly by depreciation charges) arc 
necessary onlv in the long run. During short periods, they may be curtailed 
with relative impunity, and the resources devoted to them allocated to tasks 
considered more urgent at the moment. 

Gross national product is necessarily larger than net national product 
or national income. Since the labor of a man devoted to the maintenance 
of capital counts equal to that of another w ho creates current income, gross 
national product is more closely’ related to the volume of employment than 
are other national income concepts. 

Table l shoyvs, first, the derivation of personal income and, subse¬ 
quently, the construction of the other concepts as they are built up one 
upon the other. Figures are in billions of dollars and for the y ear 1959 . 

Gross National Expenditure. The gross national product thus com¬ 
puted is essentially an income concept. It is the sum of income payments to 
the tactors of production plus indirect taxes and capital consumption 
charges. I he total incomes which are earned throughout the country are 
equal to total expenditures. Since everybody^ income is somebody else’s 
expenditure, gross national expenditure is a corollary to gross national 
income; and, if properly computed, both figures should be equal. Gross 
national expenditure may be calculated directly as the sum of consumer, 
business, and government spending, plus the excess of exports ox r er imports 
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TABLE 1 

Derivation of Personal Income, National Income, Net National Product, 
and Gross National Product, in Billion Dollars, 1939* 


Personal Income 

Labor income. 260 

plus Entrepreneurial income and net rents and royalties. 58 

plus Dividends and interest.».. 85 

plus Transfer payments. 27 

equals Personal income. 880 

less Personal taxes. 46 

equals Disposable income. 884 

less Personal consumption expenditures. 311 

equals Personal saving. 23 

National Income 

Personal income. 380 

plus Undistributed profits andjincrease in inventories. 34 

plus Social insurance contributions. 18 

less Transfer payments and interest on public debt. 34 

equals National income. 398 

Set National Product 

National income. 398 

plus Business taxes. 40 

equals Net national product. 438 

dross National Product 

Net national product. 438 

plus Capital consumption allowances. 40 

equals Gross national product. 478 


* Surrey of Current Business , February, I960, pp. 7 ff. 

fas shown in Fig. 15). An estimate of gross national expenditure, in billions 
of dollars and for 1959, is as follows: 


dross National Expenditure 

Personal consumption expenditures. 311 

Composed of: Durable goods. 43 

Nondurable goods. 148 

Services. 120 

Ciross private domestic investment. 70 

Composed of: New construction. 40 

Producers’ durable equipment. 26 

Inventory change. 4 

Net foreign investment. — 1 

Government purchases of goods and services.. 98 

Gross national expenditure.478 
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THE NATION’S ECONOMIC BUDGET 

Gross national expenditure, more than its equivaler*:, gross national 
product, shows in isolation the operation of the principal variables which 
determine the level of economic activity: the expenditures of consumer., of 
the government, and of business. Of these, consumption expenditures \» bile 
by far larger than the others, are least volatile and least subject .o percent¬ 
agewise change. More than other types of expenditures, consumer expendi¬ 
tures for nondurables and services are “induced" or “endogenous" in the 
sense that they reflect narrow economic forces, more specifically, the level 
of consumer income. The expenditures of business and government, on the 
other hand, are more “autonomous” or “exogenous.” There is no close cor¬ 
relation between them and the incomes of business or government. Extra- 
economic forces are important determinants of these expenditures. For 
example, the domestic constellation of political factors may impress business 
as favorable and may, by raising profit expectations, encourage invest¬ 
ments. Or investments may be stimulated by technological advances. In the 
case of government expenditures, they are influenced by the legacy of past 
wars, by military requirements, by foreign needs which are relieved on 
humanitarian or political grounds, and by the demand for social services 
that are taken for granted in modern societies. To a considerable extent, 
even the excess of exports over imports (net foreign investment) is deter¬ 
mined by forces that operate outside of the economy: by poor harvests, for 
example. 

The Nation’s Economic Budget is an interesting arrangement of the 
major components of gross national product or expenditure. It is compiled 
in the periodic Economic Reports of the President to the Congress pursuant 
to the Employment Act of 194b. table 2 shows the Nation’s Economic 
Budget for 1959. 

The Nation’s Economic Budget should not be confused with public 
budgets of the ordinary variety which list the revenues and expenditures 
of governments. The Nation’s Economic Budget contains these as well as 
those of business and consumers. 1 lie total of all these expenditures or 
revenues is greater than gross national expenditure or product if transfer 
payments which do not reflect current productive activities are included in 
the Nation’s Economic Budget. If they are deducted from the receipts and 
expenditures, gross national product or expenditure remains as difference. 

The expenditures of the major economic groups are important, because 
they determine the level of income of the same groups taken together. I his 
does not mean that incomes and expenditures arc equal for each group in 
isolation. But the combined incomes of all groups, considered together, are 
equal to combined expenditures. 

The Consumer Account . The income item in the consumer account is 
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TABLE 2 

The Nation’s Economic Budget for 1959, 
in Billion Dollars* 


Economic Group 


Receipts 


Expendi¬ 

tures 


Excess of 
Receipts 
( + ) or 
Expendi¬ 
tures ( — ) 


Consumers: 

Disposable income. 334 . 

Personal consumption expenditures. 311 

Personal net savin# ( + ). 

Business: 

Gross retained earnings. 51 . 

Gross private domestic investment. 70 

Excess of investment ( — ).. 

International: 

Net foreign investment. —1 

Excess of receipts ( -f-). 

Government (federal, state, and local): 

Fax and nontax receipts or accruals. ... 129 . 

Less: Transfers, interest, and subsidies 
(net). 34 . 

Net receipts. 95 . 

1'otal Government expenditures. 132 

Less: 'Transfers, interest, and subsidies 
(net). 34 

Purchases of goods and services. 98 

Dclicit ( —) on income and 

product account. . 

Statistical discrepancy. —2 . 

(•toss national product. 478 478 


+23 


—20 


+ 1 


— 3 

-1 

0 


f luovor.it Report of the I’nst./evt, January. I960 (Washington, D.C, U.S. Government Printing Office, I960;, 
pp. 16.' t. 


equal to disposable income as defined above it. It is derived from the earn¬ 
ings of the factors of production less personal taxes. Personal taxes are 
deducted, because they figure among the receipts from the public in the 
government account and thus must be eliminated in the consumer account 
in order to avoid double counting. When the consumer expenditures fall 
short of income after taxes, there will be positive savings. These are offset 
by expenditures incurred by the other economic groups. 

The Business Account. On the income side the business account con- 
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tains undistributed profits and capital consumption allowances on corporate 
as well as noncorporate capital, including residences; on the expenditure 
side, gross private domestic investment. Hence, operating c tpcnscs ,ire not 
included among the expenditures of business. They are part of the prices 
charged to consumers and therefore appear among consumer expenditures. 
On the income side, only included is the residual revenue that remains wl.cn 
payments to the factors of production have been made. These pay :ents 
make up part of consumer receipts. 

More specifically the business receipts are derived from corporate 
profits less corporation income taxes and dividends. To this are added 
depreciation and other allowances for the maintenance of capital, while 
windfall profits resulting from inventory appreciation are deducted. 
Business expenditures are composed of gross private domestic investment, 
i.e., payments for additions to the stock of capital and for its replacement. 
Note that private residential construction is included in gross private 
domestic investment. 

The International Account . There is no entry on the receipt side of 
the international account since the excess of expenditures over income is 
shown in the expenditure column. The expenditure item consists of the net 
balance of receipts from the sale of goods and services over payments, since 
it is this portion which is not balanced by an equivalent amount of foreign 
goods and services added to the domestic supply. The net balance of re¬ 
ceipts is reduced by unilateral transfers, such as private gifts or government 
aid to foreign countries. Such transfers are included among consumer and 
government expenditures, respectively. If they arc large enough, they will 
more than offset the export balance, causing the expenditure entry to be¬ 
come negative, as in 1959. The net foreign balance is financed with the help 
of loans granted to foreigners (foreign investments). A negative balance 
denotes disinvestment. 

The Government Account. Government receipts include business, pay¬ 
roll, and personal taxes and miscellaneous receipts. Government expendi¬ 
tures consist mainly of payments for goods and services currently rendered 
but also include numerous transfer payments: veterans allowances, social 
insurance benefits, pensions, and the like. Proceeds from government 
borrowing are not included among the receipts; if net borrowing occurs, it 
appears as deficit. 

Adjustments . From these inclusive accounts of the nation’s receipts 
and expenditures, gross national product (or expenditure) can be derived 
if transfer receipts and payments are eliminated. Domestic government 
transfers are the most important items that must be deducted. They include 
benefits from social insurance, veterans allowances, tax refunds, pensions, 
and interest on the federal debt. Government transfers abroad are composed 
of loans to foreign governments, subscriptions to international organiza¬ 
tions, and the like. 
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LIMITATIONS AND USES OF NATIONAL INCOME DATA 

National income data, as arranged in the form of the Nation’s Economic 
Budget, reveal the relationships between the various factors which operate 
in the economy. This is one of their important purposes. These data arc, 
of course, totals or aggregates, a feature that is an element of strength as 
well as of weakness. If we arc interested in the over-all performance of the 
economy, we cannot inspect each individual phenomenon but will want 
to he guided by concepts that absorb the individual phenomena in their 
entirety. But aggregates have component parts which do not all possess 
similar characteristics. The user of national income estimates must be aware 
that the totals with which he works may hide a variety of forces which 
possibly work in opposite directions. 

Furthermore, excessive reliance on aggregates may be conducive to a 
mechanistic view of the economic universe. “ Totals,” it has been observed, 
“used without adequate appreciation of their limitations have in them the 
seed of totalitarianism.” 1 Not all totals lend themselves to manipulation bv 
public policy. Control over aggregates often means control over the in¬ 
dividual transactions which enter into the aggregates. 

As we shall see presently, there arc other shortcomings of national 
income est imates. In spite of all, how ever, they arc far superior to qualitative 
judgments and have become useful, if not indispensable, instruments of 
modern economics. During World War II, our system of national economic 
accounting, which was more highly developed than that of other countries, 
is judged to have had a bearing on victory “considerably greater than that 
of atomic energy."- Fuming from w ar to peace, we have noted that the 
national income does not directly measure welfare. There is no doubt, 
though, that income, in a way that may not be easily traced, is related to 
w chare. A. C. Pigou, a leading British economist, has indeed established 
criteria ot economic welfare which all arc based upon the national income. 

1 le holds that a country's welfare improves when the national income is 
larger, more stable, and more widely diffused. In the light of these criteria, 
welfare has improved in the United States since the thirties, but apparently 
it has not done so throughout the w orld at large: the gap between the 
w ealthiest and poorest countries seems to have grow n wider rather than 
narrower, because the incomes of the former have increased at so rapid a 
rate. 

Comparisons of National Incomes. This observation immediately con¬ 
fronts us with a number of difficulties which w e encounter w hen making 

1 l\ A. Golden weiser, Monetary Management (New York: McGraw-Hill Book 
Co., Inc., 1949), p. 

■John K. Galbraith, American Capitalism: The Concept of Countervailing Power 
(Boston: Houghton Mifflin Co., 1952), p. SO. 
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comparisons of national incomes. Such comparisons may be temporal—that 
is, of national incomes of the same country for different periods of time— 
or spatial that is, of national incomes of different countries for ihc same 
period of time. 

Temporal comparisons, for example, of the national income of the 
United States in 1950 and 1960, are expressed in tcrnvt of a denominator— 
the dollar—that is lacking in stability. Prices during this period inerca < d by 
20 per cent, and the value of the dollar fell commensuratcly. I ' en i' price 
fluctuations arc less pronounced at other times, changes"are i virtually 
perpetual occurrence. I hc effect of price changes on the national income 
may be eliminated with the help of suitable deflators, as explained below, 
p. 157. The result is an estimate of changes in the national income in real 
terms, or a national income estimate in terms of constant dollars. To facili¬ 
tate comparisons, such and other estimates may be calculated in per 
capita terms. 

Still more difficult are comparisons of the national incomes in different 
countries. These are expressed in the countries’ national currencies; and 
before a comparison is feasible, they must be converted into a single cur¬ 
rency serving as common denominator. How ever, rates of exchange, that 
is, the price of one currency in terms of another, arc not always easily 
ascertained. They may be purely nominal or fluctuating, or there may be 
multiple rates for different transactions. Comparison of the national in¬ 
comes in different countries are made, nevertheless, although they must be 
used with caution. This applies with especial force to comparisons between 
countries that are on widely differing stages of economic development. 
Incomes in the underdeveloped countries tend to be underestimated. In 
these countries, a large part of the output docs not pass through markets but 
is consumed directly by the producers—by the farmers, for example. More¬ 
over, even if this part of the output is estimated correctly in terms of vol¬ 
ume, the valuation usually given to it tends to be an unduly low one. Cereals, 
for example, which are consumed on the farm, are liable to be valued in 
terms of the raw produce, with no valuation placed on domestic processing. 

In an advanced country, on the other hand, a substantial amount of 
income is generated by wholesaling, jobbing, retailing, processing, and 
other services of distribution and transportation. In the United States, for 
example, less than 3 cents of a 20-cent loaf of bread goes to the farmer; the 
rest accrues to the millers, grain handlers, transportation agencies, bakers, 
and retailers. From a $4 cotton shirt, the farmer receives 30 cents, with $3.70 
going to processors and distributors. In the underdeveloped country the 
counterpart of all these activities takes place in the home, and no adequate 
value is placed on them. These considerations have to be kept in mind when 
an appraisal is made of incomes in underdeveloped countries. 

Table 3 brings together a number of estimates of per capita incomes per 
year in 1952-54, expressed in United States currency. As the table indicates, 
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TABLE 3 

Estimates of Per Capita Net National Product of 55 Countries, 
Converted into U.S. Dollars, Annual Average, 1952-54* 


Unitrcl States. 1,870 

Canada. 1,310 

Switzerland. 1,010 

New Zealand. 1,000 

Australia .. 950 

Sweden. 950 

Luxembourg. 890 

Belgium. 800 

United Kingdom. 780 

Ireland. 760 

Denmark. 750 

Lranre. 740 

Norway. 740 

('inland. 670 

Venezuela. 540 

Cermanv. 510 

Netherlands. 500 

Israel. 470 

Argentina. 460 

Puerto Rico. 430 

Ireland. 410 

Austria. 370 

Chile. 360 

Cuba. 310 

Italy. 310 

Malaya. 310 

South Africa. 300 

Lebanon. 260 


Colombia. 250 

Panama. 250 

Brazil. 230 

Greece. 220 

Mexico. 220 

Turkey. 210 

Portugal. 200 

Japan. 190 

Jamaica. 180 

Dominican Republic. 160 

Guatemala. 160 

Ecuador. 150 

Honduras. 150 

Philippines. 150 

Paraguay. 140 

Egypt. 120 

Peru. 120 

Ceylon. 110 

Rhodesia & Nyasaland. 100 

Tailand.. 80 

Belgian Congo. 70 

Korea. 70 

Pakistan. 70 

India. 60 

Kenya. 60 

Burma. 50 

Uganda. 50 


* United Nations. Per-Capita National Product of Pifty-five Countriis: 19^2 -‘0, Statistical Papers Series E, No. 4 
(New York, l'JV). 


there is a wide gap even between the per capita income of the United States 
and the incomes of the six fortunate countries closest to the United States. 
About half of the population of the world lives in countries with per capita 
incomes of less than $200, and for about a third the per capita income 
is less than $100 a year; but these and similar estimates must be interpreted 
with the caution suggested before. Of the total world income, about 40 
per cent accrues to the United States. 

ECONOMIC GROWTH AND ITS MEASUREMENT 

National income estimates for a given vear indicate status and rank for 
that year, but they fail to reveal the tendencies and trends, favorable or 
unfavorable, that may affect status and rank in the years ahead. Of late, 
experts have shown much concern about economic growth, which usually 
is defined in terms of rates of change of the gross national product, total 
or per capita, and adjusted for price changes. 
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Obviously, if the gross national product is used as a yardstick to measure 
economic growth, the rates of change can indicate no more than rates of 
change of the content of the gross national product, that is, of the output of 
goods and services. Thus, estimates oi economic growth, thus defined, do 
not tell us anything about the conditions of work and leisure under which 
the output was produced. Nor do they tell us anything about the qin.lir v of 
the output and its composition, a matter to which we shall return v the 
following chapter. 

A crucial step in the computation of growth rates 3 is the selection of the 
period over which economic growth is to he measured because what the 
rate will be will very much depend upon the choice of the initial and termi¬ 
nal years. As an illustration, a large variety of average annual growth rates 
for the United States for the period from 1950 to 1959 is presented in Table 
4. To obtain an annual growth rate, select: the initial year in the left-hand 

TABLE 4 

Average Annual Growth Rates, Gross National Product 
in Constant 1934 Dollars, in Per Cent, 1930-59* 


Initial Terminal Year 

Year 1950 1951 1952 1953 1954 1955 1956 1957 1958 1959 


1950 . 7.4 5.4 5.1 3.4 4.3 3.9 3.6 2.9 3.3 

1951 . 3.4 3.9 2.0 3.5 3.2 3.0 2.2 2.11 

1952 . 4.4 1.3 3.6 3.2 2.9 2.0 2-6 

1953 . -1.6 3.2 2.8 2.6 1.6 2.4 

1954 . 8.1 5.1 4.0 2.4 3.2 

1955 . 2.1 2.0 0.5 2.0 

1056 1.8 - 0.2 2.0 

1957 . -2.3 2.0 

1958 . 7.0 

1959 . 


* Based on calculations of the Committee for Economic Development as published by the Joint Economic 
Committee, "Employment, Growth and Price Levels," Report, 86th Cong., 2nd sess. (Washington, D.C., U.S. 
Government Printing Office, I960), p. 18. 

column of the table, and then trace the line to the right until you reach 
the column for the terminal year as indicated on the top. If you follow this 
procedure, you will find, for example, that the average annual growth rate 
was 4.3 per cent for the period from 1950 to 1955, 2.0 per cent for 1955 to 
1959, and that from 1956 to 1958 there was an average decline by 
0.2 per cent. 

Often the change will be most pronounced for short periods. It then 
reflects the movement of the business cycle, or other short-run phenom- 

3 The computation of the growth rate is done with the help of a formula that yields 
the percentage, which, if applied to each year’s output, will raise it to that of the termi¬ 
nal year. For an explanation, sec William A. Nciswangcr, Elementary Statistical Meth¬ 
ods (rev. ed.; New York: Macmillan Co., 1956), pp. 524-29; Frederick C. Mills, Sta¬ 
tistical Methods (3rd ed.; New York: Henry Holt & Co., 1955), pp. 347-51. 
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ena. If longer periods are selected, variations between rates, depending 
upon the choice of the initial and terminal years, become smaller. Here arc 
some average annual rates of change of United States real gross national 
product in constant 1954 dollars, taken from the same source as Table 4. 
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In the light of our historical experience, our average rate of growth has 
not been a high one in recent years. Moreover, it has been below the corre¬ 
sponding rates of a number of foreign countries. Our growth rate for 1950- 
57, again in terms of real gross national product at 1954 prices, w as 3.6 per 
cent, compared with 4.4 per cent for Canada, 4.6 for all the 18 European 
countries that formed the Organization for European Economic Coopera¬ 
tion (OIT.C), 4.7 for France, 8.0 for West Germany, 5.8 for Italy, 2.4 for 
the United Kingdom, and 3.3 for Sweden. There arc various estimates of 
such rates for Soviet Russia, our own Central Intelligence Agency placing 
it at approximately 7 per cent. 

\ ariations of grow th rates may seem small but they arc nevertheless 
significant indicators of what w ent on in the past, and if they can be pro¬ 
jected into the future they w ill predict what the gross national product w ill 
be in the years to come. Fake the number 70, divide it by the rate, and you 
have the number of years which it will take for a given gross national prod¬ 
uct to double. 

As a confirmation of the observation that the rate of growth of the 
United States economy lias been relatively low r in recent years, reference is 
sometimes made to the fact that our capacity to produce goods and services 
is well above our actual output of goods and services (see Fig. 16). In other 
w ords, there are unemployed resources, which, if utilized, would add to our 
gross national product. I here is unemployed plant capacity as well as un¬ 
employed manpow er. 1 he number of our unemployed workers, while not 
so high as to be alarming, has in recent years been well above that which is 
considered an irreducible minimum. A more complete discussion of this 
matter will be found in Chapter 9, below. 

I hat our rate of growth has not been higher in recent years is consid¬ 
ered by a number of students of economics to have been a consequence of 
the policy of tight money pursued by the government. This policy, to¬ 
gether with a stringent fiscal economy, w as held necessary to fend off infla¬ 
tion. 1 he discussion of this matter will be resumed later in Chapter 8. There 
are, how ever, a number of other factors which have retarded our grow th. 
In the immediate postwar years, when the growth rate was high, there was 
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Manufacturing Capacity and Production 



1953 1954 1955 1956 1957 1958 


FIG. 16. Note the gap between rising manufacturing capacity and production. Source: McGraw- 
Hill Publishing Co., Board of Governors of the Federal Reserve System. From Economic Report of 
the President , January, 1959, p. 11. 


huge pent-up demand for goods unsatisfied during the stringency of the 
w ar years. By now this backlog of demand has completely disappeared. 
Moreover, our defense effort, w hich absorbs so many of our resources, 
had to undergo a number of far-reaching transformations as the emphasis 
shifted from one type of defense to another one. This has brought about 
dislocations in our economy, causing, temporarily at least, unemployment 
and unused plant capacity among those segments whose products arc no 
longer required for defense. Lastly, there is the tendency of our economy, 
discussed already in Chapter 2, to turn increasingly to the production of 
services rather than goods. This, indeed, is a manifestation of our wealth: 
w e have so many goods that instead of using our resources mainly for pro¬ 
ducing still more goods w'C divert an increasing portion of them to the pro¬ 
duction of services. But in the production of many services the opportuni¬ 
ties for substantial gains in productivity are much more limited than they 
are in the production of goods, and our total output would probably rise 
faster if w'e w ould give greater emphasis to the production of goods rather 
than of services, as is necessarily the case in the less wealthy and less highly 
developed economies of other countries which cannot afford to produce 
more services rather than more goods. 

Should our grow th rate be higher? To this question the economist can¬ 
not give an unqualified answer. The cost of retarded economic grow th is 
unemployment. The cost of a speed-up might be inflation. A w clfare econ¬ 
omist, if faced with the choice between two policies, both having undesir¬ 
able by-effects, might favor the one which raises total output so much that 
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those who stand to suffer from the ill iffects of that policy can receive full 
compensation. Thus the welfare economist might vote in favor of acceler¬ 
ated growth. But while the principle underlying his decision might be 
sound, historical experience shows no examples of adequate compensation 
to potential sufferers from inflation. Even if we would be ingenious enough 
to fashion a program providing such compensation, its execution might 
spell increased government regulation, a consequence detested by many. 

The decision to favor accelerated growth might receive sounder back¬ 
ing on social and political grounds. Vigorous expansion goes hand in hand 
with the diffusion of wealth and income, with increased social mobility, 
the widening of opportunites for the individual to rise socially and econom¬ 
ically, and the breakdown of barriers between the classes. Those who want 
to diminish the stratification of society thus might vote in favor of accel¬ 
erated growth. And so will those who on political grounds wish to preserve 
and strengthen America’s leading economic position in the world. 

As far as the future is concerned, our grow th rate should receive much 
stimulation from the large additions both to the labor force and to house¬ 
holds resulting from the baby boom of the 1940’s and 1950’s. These w ill, as 
w as indicated in Chapter 2, strengthen the demand for consumer goods as 
well as for capital to equip the new entrants into the labor force and to 
house their families. Let us investigate some other factors that will affect 
the future economic growth of the nation. Our control over our economic 
destiny is conditioned by our ability to make predictions. 

FROM MEASUREMENT TO PREDICTION 

In substance, economic prediction is based on projections of relation¬ 
ships observed in the past, with allowances for such modifications as the 
investigator deems proper. There is thus a good deal of subjective judgment 
that goes with all predictions, and while economic forecasts differ from 
informed guesses, qualitative judgments, and questionable laws of historical 
change, they are by no means entirely the result of mechanical processes. 
Prediction requires great gifts of imagination and of that type of intuition 
w hich arises from intimate knowledge of life. Since the science of predic¬ 
tion operates with the help of statistical techniques, the investigator must 
also be able to handle mathematical tools of analysis. All in all, he must live 
up to the ideal of a master economist who, in the words of Lord Kevnes, 
“must be mathematician, historian, statesman, philosopher. . . . He must 
understand symbols and speak in words ... he must study the present in the 
light of the past for the purposes of the future.” 

For a long time business analvsts have been eager to devise suitable 
methods of forecasting. The techniques differ, but most of them can be 
reduced to one of three varieties. T here are, first, the so-called business 
indicators or barometers, to which w e referred on an earlier occasion. A 
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dependent variable, such as business activity and the like, is correlated with 
one or more independent variables—interest rates, security prices, gold 
holdings, etc.—with allowance for a time lag. The changing relationship 
between these series then serves as a sort of barometer of changes in busi¬ 
ness. Other analysts prefer methods of historical analogy based upon the 
study of the past. Still others determine first a trend, i.e., the general direc¬ 
tion and rate of change in the long run. The trend is then projected inro the 
future, and anticipated cyclical movements, resembling those observed in 
the past, are imposed on it. 

Most of the forecasts w ith which w ; e are concerned in the present chap¬ 
ter follow a standard pattern. Their goal is perhaps, not so much the pre¬ 
diction of gross national product and its components, but an estimate of the 
volume of unemployment or of the forces of inflation for some future time, 
or, still more modestly, an estimate of national income or product at which 
full employment would prevail and which could therefore serve as target 
for public policy. For estimates of this type the following steps arc in order: 
First, the potential labor force available at the time under consideration is 
estimated. Subsequently, projections are made of the expenditures incurred 
by the various sectors of the economy—consumers, business firms, foreign¬ 
ers, and government—which, if added up, yield gross national expenditure 
or product. The labor force required to turn out this product is then com¬ 
pared with the potential labor force available in the future. 

In this or in a similar manner a projection of the 1970 level of gross 
national expenditure may be attempted. 4 The various steps involved in 
these procedures are now set forth in greater detail. 

The Labor Force. The 1960 total labor force, including the unem¬ 
ployed and those in military service, is approximately 72 million. To arrive 
at a total labor force for 1970, the normal net increase resulting from popu¬ 
lation growth must be added. 

Estimates assuming the continuation of present trends in mortality and 
immigration would yield a labor force of 86 million in 1970. In conformity 
with prevailing trends towards extended years of education, the employ¬ 
ment of women, and slightly earlier retirement, the estimate reflects a small 
decline in the participation of young people and older men and an increase 
in that of middle-aged women. 

Not all members of the estimated 1970 labor force will be available for 
civilian employment. Assuming a size of the armed forces amounting to 2.3 
million persons, a corresponding number must be subtracted from the total 
labor force to yield an estimated 1970 civilian labor force of approximately 
84 million. Under conditions close to full employment, perhaps V/> per 
cent of the civilian labor force would be unemployed, including those on the 

4 The exposition is based on Long-Ran%e Projections for Economic Growth: The 
American Economy in 1970, Planning Pamphlet No. 107 (Washington, D.C.: National 
Planning Association, 195 0). 
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move from one job to another—the so-called frictionally unemployed. The 
employed civilian labor force projected for 1970 would then be 81 million 
persons. 

Gross National Product . To arrive at the 1970 gross national product 
under conditions close to full employment, all that might seem necessary 
is the division of the current gross national product by the currently em¬ 
ployed civilian labor force and the mutliplication of the quotient by the 
projected employed civilian labor force of 1970. Matters are not quite that 
simple, however, because of prevailing trends in working hours and pro¬ 
ductivity. The long-term trend of working hours is downward. The aver¬ 
age workweek in manufacturing was 44 hours in 1929; in 1960 it was ap¬ 
proximately 40 hours. In the meantime, however, it had been as low as 34 
hours (in 1934, when unemployment was widespread and work was 
“shared”) and as high as 45 hours (in the wartime emergency of 1944). 
The trend, thus, is interrupted by the conditions of business that call for 
longer or shorter hours at a given time. It may not be unreasonable, how¬ 
ever, to project a working w eek of 37.5 hours for 1970. 

Productivity, as measured by output per man-hour, moves upward over 
long periods of time, but its short-run behavior is not quite so certain w hen 
conditions arc unsettled and shifts in production frequent and large. The 
average annual increase in productivity per man-hour has been over 2 per 
cent since 1889, ami for certain periods it has been much higher. The rate 
shows great variations in the different sectors of the economy, being very 
high in agriculture and rather low r in business, professional, and personal 
services. If adjustments arc projected, they would point to a gross national 
product for 1970, under conditions close to full employment, approxi¬ 
mating $800 billion (at 1960 prices). 

Gross National Expenditure . The projected 1970 gross national prod¬ 
uct, close to $300 billion larger than that of 1960, is in the nature of a target. 
If it is reached, close to full employment will prevail; if not, there will be 
unemployment and depression. The determine whether it is likely to be 
reached, it now becomes necessary to project the 1970 gross national ex¬ 
penditure. This is perhaps the most crucial part of the w hole procedure. 

1 he margin of error involved in the projection of gross national expendi¬ 
ture is still greater than that in projecting full-employment gross national 
product, because the former entails the separate calculation of the major 
components of gross national expenditure. 

The expenditures of the various sectors of the economy may be divided 
into “basic" and “discretionary” ones. The basic expenditures are for the 
minimum purchases which in the light of prevailing trends can be expected 
to be made by each sector. On the assumption of continued stable grow th 
they can be projected without excessive difficulties because the dynamics 
ot an expanding economy are reflected in certain patterns of stimulation 



ECONOMIC MEASUREMENT AND PREDICTION 105 

and response. For example, if population increases by close to 25 per cent 
between 1960 and 1970, the increase in consumer expenditures and private 
residential construction will take place in a similar proportion. 

The increase in the production of these goods will, in turn, require a 
rise in expenditures for the expansion, maintenance, and replacement of the 
stock of capital. And to take care of the needs of a grow ing economy, gov¬ 
ernment expenditures will increase, just as they have in the past, regardless 
of the party in power. 

Over and above the basic expenditures there are discretionary ones in 
the sense that they are incurred not so much as a quasi-automatic response 
to expansion but as a result of private and public decisions, preferences, and 
policies. Policies relating to taxes, w ages, and defense arc cases in point. For 
these discretionary expenditures alternative projections may be made, based 
on a variety of resonablc assumptions. 

With a great deal of ingenuity, an attempt has been made by the staff of 
the National Planning Association to draw r up alternative projections of 
1970 gross national expenditure which reveal various possibilities for the 
attainment of a gross national product close to $800 billion. The basic ex¬ 
penditures are estimated at $706 billion, calling for the employment of 72 
million people. Additions of the discretionary expenditures yield a range 
of 1970 projected gross national expenditure from $735 billion to $820 
billion, reflecting a rate of growth between 3.7 and 4.4 per cent. The low 
would spell substantial unemployment, the high over-full employment. 

Appraisal of Predictions. The example presented in the preceding 
pages indicates the many pitfalls and difficulties that beset the path of the 
forecaster. Indeed, so many assumptions about the future behavior of vari¬ 
ables must be made that the range of error is truly enormous. Such factors 
as working hours, productivity, and size of the armed forces, all affecting 
the estimate, will easily submit to different interpretation by different fore¬ 
casters. Their treatment in this way or another influences the estimated size 
of the full-employment gross national product. Gross national expenditure, 
on the other hand, depends on future tax policies, government spending, 
foreign requirements, and the decisions of businessmen—matters about 
whose future development reasonable people may well have different 
views. 

It is understandable that in this situation some students of the matter 
have urged the abandonment of national income forecasts. Others, how ¬ 
ever, will refuse to go that far. They will insist that, as a guide to policy 
formulation, prediction is indispensable, in spite of its shortcomings. Only 
extremists, they hold, would refuse to recognize the need for predictions. 
Extremists on the conservative side place unwarranted confidence in the 
operations of the free market, which, they claim, w'ould push expenditures 
up to the level of full employment. Extremists of the left are so much at- 
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tached to the notion of a permanently deficient demand that the concept of 
full-employment expenditure has for them no operational significance. 
He whose thought moves along in safe distance from the extremists of both 
persuasions will regard both these views as unsound. Rather than to rely on 
qualitative judgments which have failed so badly in the past, he will aim at 
improvement of the technique of prediction, which, after all, is still in the 
early stages of its development. To despair of the possibility of predicting 
over-all economic aggregates is to despair of economics, for “economics 
will never either have or merit any prestige until it can figure out results.” 5 

SUMMARY 

The various concepts of national income and product include personal 
income, national income, and gross national product. Personal income is 
equal to the receipts of the factors of production; national income equals 
personal income plus undistributed corporate profits minus transfer pay¬ 
ments: it measures the earnings of the factors of production regardless of 
their distribution. Ciross national product equals national income, or the 
earnings of the factors of production, plus business taxes and depreciation 
allowances; it is a measure of the current output of goods and services at 
market prices, (boss national product is equal to gross national expenditure, 
the aggregate disbursements of consumers, business, and the government. 

I'or the nation as a whole, expenditures arc equal to receipts: everybody’s 
receipt is somebody else’s expenditure. 

The various aggregates can conveniently be arranged in a national 
economic budget which lists receipts and expenditures of consumers, busi¬ 
ness, and the government, supplemented by net exports. A country’s eco¬ 
nomic growth can be measured by computing the average annual rate of 
change of its gross national product, adjusted for price changes. 

The measurement of the various aggregates has stimulated attempts at 
predicting their future course. A number of forecasts have been made 
designed to estimate the volume of unemployment or the forces of infla¬ 
tion. I he operations required for such calculations arc difficult and entail a 
number of doubtful assumptions. ‘1'hcy generally follow this pattern: The 
labor force that would be employed under conditions of full employment 
at some future date is estimated. Then the gross national product that would 
be produced by a full-employment labor force is ascertained. This gross 
national product can be realized only if there is an equal amount of gross 
national expenditure. If gross national expenditure falls short of the full- 
employment gross national product, there will be unemployment; if it 
exceeds it, the outcome spells inflation. 

•Joseph A. Schumpeter, “Alfred Marshall's Principles: A Semi-Centennial Ap¬ 
praisal." American Economic Review, Yol. XXXI, No. 2 (June, 1941), p. 247. 



ECONOMIC MEASUREMENT AND PREDICTION 


107 


BIBLIOGRAPHY 

The national income concepts are elucidated in the following books: 
Thomas C. Schelling, National Income Behavior: An Introduction to Algebraic 
Analysis, New York, McGraw-Hill Book Co., Inc., 1951; Richard and Nancy 1). 
Ruggles, National Income Accounts and Income Analysis , 2nd ed.. New \ ork, 
McGraw-Hill Book Co., Inc., 1956; D. C. and A. J. Vandcrmeulen, National 
Income: Analysis by Sector Accounts , New York, Prentice-Hall. l () >6; Paul 
Studenski, The Income of Nations, New York, New York University Press, 
1958. The last item is an important reference work. Current estimates of the 
Department of Commerce are published in the Survey of Current Business , of 
which a supplement on US. Income and Output, Washington, D.C., U.S. Gov¬ 
ernment Printing Office, 1959, is available. This work treats in detail of the 
derivation of the various concepts and of their estimation and measurement. It 
also contains estimates for earlier years. 

The most up-to-date discussion of economic growth is found in the docu¬ 
ments of the Joint Economic Committee, which has sponsored a study of “Em¬ 
ployment, Growth, and Price Levels” (86th Cong., 2nd sess.). Publications 
include the Committee’s Report , a valuable Staff Report , some thirteen volumes 
of Hearings (10 Parts), and 23 Study Papers, Washington, D.C., U.S. Govern¬ 
ment Printing Office, 1959-60. Of the Hearings , Part 1 on “The American 
Economy, Problems and Prospects,” and Part 9A, “Constructive Suggestions 
for Reconciling and Simultaneously Obtaining the Three Objectives of Maxi¬ 
mum Employment, an Adequate Rate of Growth, and Substantial Stability of 
the Price Level” (with contributions by a number of outstanding economists) 
are most useful in the present context. Study Paper No. 20, by James W. 
Knowles, treats of “The Potential Economic Growth in the United States.” 

The authoritative work on predicting is V Lewis Bassie, Economic lore- 
casting ,, McGraw-Hill Book Co., Inc., 1958. The projections described in the 
text are more fully developed in Long-Range Projections for Economic Grou'th: 
The American Economy in 1910, Washington, D.C., National Planning As¬ 
sociation, 1959. 


STUDY QUESTIONS 

1. What are all the various national-income concepts designed to measure? 

2. What is the name of the private agency which pioneered in the estimation 
of the national income? 

3. Why are capital gains not included in the national income? 

4. Why is the interest on the federal debt not included in the national income? 

5. Why is the money value of the housewives’ work not included in the national 
income? 

6. Why is income in kind included in the national income? 

7. Derive the various national-income concepts from personal income. 

8. Derive gross national expenditure. 

9. What is the treatment of transfer payments in national-income accounting? 

10. Can consumption expenditure exceed disposable income? Hew? 

11. Can personal income exceed national income? 
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12. What is the element of double counting in gross national product or ex- 
pcnditure? 

13. What arc sonic shortcomings of national-income estimates? 

14. What is the purpose of national-income estimates? 

15. Why docs the national income of underdeveloped countries tend to be 
underestimated? 

16 . What is meant by economic growth? 

17. How is economic growth calculated? 

18. Why do different estimators arrive at different rates of economic growth? 

19. How are economic forecasts classified? 

20. I low would you go about preparing a projection of gross national product 
for a five-year period? 
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THE CONSUMER AND 
THE ECONOMIC ORDER 


From the point of view of the over-all performance of the economy, 
the variability of consumer expenditure may be considered the most 
important consumption problem. Aggregate consumer expenditure may 
be too small or too large, reflecting unemployment in the one and 
inflation in the other case. If it is possible to vary consumer expenditure, 
these threats to our economic security may be avoided. Hut can w e vary 
consumer expenditure? To resolve this question, we must examine the 
forces which determine aggregate consumer spending. 

In a democratic society, consumers appear, on the whole, free to 
determine the size and distribution of their expenditure. Some individ¬ 
uals may want to spend more than their income; others, the whole of 
it; and still others, less. Some will prefer poetry, and others, pushpin. 
The variety of individual behavior, irregular and manifold as it may 
seem, follows, however, a certain pattern which can be discerned if 
individuals are studied in the mass and on the average. 

In modern economic analysis, aggregate consumer spending usually 
is interpreted as a more or less passive element whose size reflects the 
behavior of other variables and w hich w ill change when these change, 
though not necessarily at the same rate. T he consumers’ wealth, or 
their assets—and especially their liquid assets, which are readily avail¬ 
able for spending—are one of the variables that affect consumer ex¬ 
penditure. Another such variable is the availability of consumer credit, 
an important factor in our economy, where tw 7 o thirds of all auto¬ 
mobiles and one third of other consumer durable goods are purchased 
on credit. Again, another factor affecting consumer expenditure is 
disposable income, its size as well as its distribution. Relevant in this 
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connection is not only the courrent income but also the past and the ex¬ 
pected future income. Indeed the relationship between income and con¬ 
sumption has been so much emphasized in the recent discussion of these 
matters that the other factors have not always been given adequate atten¬ 
tion. While the relationship betw een income and consumption is a fairly 
well established one that has been explored from many angles, much work 
still remains to be done to expand the frontiers of knowledge in the direc¬ 
tion of the impact of assets and consumer credit on consumer spending. 

Consumer expenditure is an aggregate that includes a great variety of 
different consumer purchases—of automobiles, food, clothing, household 
equipment, various services, etc. The behavior pattern of all these different 
types of consumption expenditures is not always the same. A change in 
income, for example, may have relatively little effect on expenditures for 
food, while affecting in a much more pronounced fashion the expenditures 
for automobiles. It is often important to keep apart different types of con¬ 
sumption expenditure. 1 he distinction betw een expenditures for durable 
and tor nondurable consumer goods is of especial significance in this con¬ 
nection. 

In the chapter which follows the operations of all these factors w ill be 
revealed in greater detail. 'The discussion centers around the relationship 
betw een income and consumption, matters that have been touched upon 
before and that w ill be studied again in Chapter 9. As has been seen, the 
level of income, broadly speaking, is determined by the rate of investment 
and determines, in turn, the rate of consumption. Though the expenditures 
of consumers are larger than those of business or government, they are less 
autonomous than these. 1 hey are generated by the economic system itself, 
more specifically, by the level of incomes. 


CONSUMER INCOME AND EXPENDITURE 

The Consumption Function , or Propensity to Consume. W hen income 
changes, there is generally a change of consumption in the same direction. 

1 his relationship is visible w hen we study the consumption expenditures 
of families in different income groups at a given time. It is also visible when 
we compare aggregate consumption expenditures at changing levels of na¬ 
tional income over time. Both relations are in technical language referred 

I ... W* t? 

to as the consumption function, or propensity to consume. The former may 
he designated as the family, or individual consumption function; the latter, 
as national consumption function. 

If w e concentrate our attention on the national consumption function 
first, w e must distinguish its long-run and short-run behavior. In the long 
nut, there is a striking degree of equality of the rates at w hich income and 
consumption tend to advance. I his means that over long periods of time, 
consumption has absorbed a proportion of income that remained more or 
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less constant. More or less: it may be that in the most advanced societies, 
consumption is now a somewhat larger part of income than was true in the 
past, when income was lower and capital not vet accumulated in plenty. 

The relationship discussed in the preceding paragraph is illustrated in 
Figure 17, which shows the ratio of consumption expenditures to disposable 
income for a period close to fifty years. From 1909 to 1929, and again af r cr 
1947, this ratio was a fairly stable one, an average of 94 per cent of dis¬ 
posable income being spent on consumer purchases. During the Cre. t De¬ 
pression, when there was a drastic fall in income, the percentage oi con¬ 
sumer spending was abnormally high. During World VVar II, on the other 
hand, the reduced availability of certain goods combined with price con¬ 
trol and rationing brought about a temporary decline of the percentage. 

Personal Consumption in Constant Dollars—Ratio to 
Disposable Income 

Ratio 
1.25 


1.00 


.75 


.50 


.25 

1910 15 20 25 30 35 40 45 50 55 60 

FIG. 17. During the early 1930'$, when income was very low, consumption expenditure came 
close to disposable income and at times exceeded it. During World War II, special efforts were 
made to raise personal saving, and durable consumer goods of many types were not available. 
Hence the decline of consumption relative to income. Since 1947 an average of 94 per cent of 
the disposable income is spent on consumption. From Survey of Current Business, March, 1959, 
p. 19. 

Long-period stability of the consumption function indicates that income 
devoted to investment increased proportionately with total income. In the 
short run, such increase in investment may fail to materialize. A depression 
is characterized by a fall of the national income and employment, a more 
than proportionate fall in investment, and a less than proportionate fall in 
consumption expenditures. Just as during the depression consumption ex- 
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pcnditurcs fall less rapidly than incomes , so they tise at a less rapid rate 
during the upswing of the business cycle. In the short period, say during 
the course of a business cycle, consumption thus changes at a slower rate 
than income; but over secular periods, it tends to move forward at about 
the same rate. The relative stability of consumption during a particularly 
severe depression may actually cause consumer expenditures to exceed the 
national income. During such a period, inventories are used up at a faster 
rate than they arc replaced, and capital is consumed in other ways. 

The cyclical behavior of consumer expenditures is illustrated in Figure 
IS, which show s the shifts in output during the three postwar recessions— 
the same recessions which have been commented upon on p. 66. In the 
1949 recession, consumer expenditure failed to decline at all but rose slightly 
in the face of a severe drop in investment. In the 1953 recession it virtually 
stayed at the same level. In the 195S recession it did decline, but at a much 
lower rate than investment. Again, during the recovery periods, consumer 
expenditures rose but investment rose at a faster rate. 

Consumer purchases arc thus an element of relative stability in times of 
recession or depression. Fven if they move downward, they do so at a 
slow er rate than total national income or gross national product. The dow n¬ 
ward movement again differs with respect to the various types of consumer 
goods. Some are more depression-proof, others less. Consumer services, 
such as professional or domestic services, repair work, etc. will decline 
little, if at all. Expenditures for these generally cannot be postponed easily. 
Similar considerations apply to the bulk of perishable consumer goods, 
especially foodstuffs. In the field of durable consumer goods, the decline 
is liable to be more pronounced. In bad times, purchases of items like motor- 
boats, automobiles, refrigerators, radios, ranges, and vacuum cleaners will 
be affected most by restraint in consumer spending. In advanced societies 
the proportion w Inch such types of commodities absorb of the total outlay 
of consumers is naturalb greater than in backward communities. This is 
one of the reasons w hy depressions may assume particularly severe forms 
in highly industrialized countries. 

Current consumption expenditures are functionally related not only to 
current incomes but also to the incomes of past periods. People arc espe¬ 
cially reluctant to revise their consumption standards downward, and a 
significant relationship is suggested between current consumption and the 
maximum income achieved previously. 

1 lie relative stability of consumption expenditure compared with 
changes in income is a feature chiefly limited to expenditures for nondur¬ 
able goods. Fluctuations in purchases of durable goods are more pro¬ 
nounced than those of nondurable goods and more sensitive to changes in 
income. A number of reasons account for this difference. Expenditures for 
durable goods arc more easily postponed than are expenditures for non¬ 
durables. W e cannot well delay our purchases of food, but w e can w ait 



THE CONSUMER AND THE ECONOMIC ORDER 

Cyclical Shifts in Output 
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FIG. 18. Note the relative stability of consumption expenditures during business cycles. From 
Survey of Current Business, M arch, 1959, p. 18. 
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until next year before we buy the new automobile or the clothes dryer. 
This |s so, not only because many nondurable goods may be characterized 
as necessities, but also because there is much flexibility in the replacement 
of durable goods. If we already own an automobile or a clothes dryer w hich 
is getting on in years, it usually is possible to extend its useful life for some 
length of time. Alorcovcr, many nondurables are bought on a cash basis, 
w hereas the bulk of durables is purchased on installment credit. When in¬ 
come is declining and the prospects seem unfavorable, consumers tend to 
be reluctant to go further into installment debt. When income is rising, this 
is often accompanied by a vigorous expansion of installment credit. 

The relationship betw een income and consumption, especially the con¬ 
sumption of durables, thus is not as simple and mechanical as may seem to 
be the case at first glance. Furthermore the consumption function singles 
out income as the significant variable affecting consumption expenditure. 
’There are other important variables that influence consumer behavior, for 
example, the consumers’ holdings of wealth, especially of liquid assets. 
Liquid assets include deposits in checking and savings accounts, shares in 
savings and loan associations, and United States savings bonds. It has been 
observed that there is a tendency of consumption expenditures, especially 
of the lower income groups, to be larger w hen the amount of liquid assets 
held is a higher one. This statement again isolates a single factor, and it 
holds true only when other relevant factors are held constant. The median 
holding of liquid assets per consumer spending unit—that is, a group of 
family members living together and pooling their incomes—was estimated 
at from $200 to $500 in 1959. As w ill be seen, however, the distribution of 
these assets among the different income groups is highly uneven. 

The Family Consumption Function . If we turn now' to the family con¬ 
sumption function, we observe considerable variations of the percentages 
of income which different income groups spend for purposes of current 
consumption. On the lowest income levels the percentage is in excess of 
one hundred, indicating that current income is supplemented by loans and 
capital dissipation as sources of consumption expenditure. On the highest 
level, not much more than two thirds of current income is disbursed for 
consumption. The relationship is brought out in Table 5, w hich presents 
estimates for urban families for 1950. 

1 stinures such as the one presented here usually are derived from studies 
of relatively small samples, and the detail is subject to a large margin of 
error. 1 he basic pattern, however, has been confirmed by numerous 
investigators. 

The Average and Marginal Propensities to Consume and to Save . 

Schedules like those presented in the preceding table indicate what, in tech¬ 
nical language, is referred to as average propensity to consume, i.c., the 
percentage of income which is consumed by individuals, groups, or the 
nation. I he average propensity to consume is consumption expenditure 
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divided by income. The general conclusion can be drawn on the basis of 
the material under study that the average propensity to consume declines 
with increasing income: that is, as we observe increasing incomes, we find 
that consumption expenditures rise in terms of dollars but fall in percentage 
of income. 


TABLE 5 

Consumer Expenditures in Per Gent of Income after Taxes, 
by Income Level, Urban Families, 1050* 


Income Level , Dollars 


Per Cent of Income 
for Current Consumption 


Under 1,000. 182 

1,000-2,000. 100 

2,000-8,000. 102 

8,000-4,000. 98 

4,000-5,000. 90 

5,000-0,000. 94 

6,000-7,500. 90 

7,500-10,000. 84 

10,000 and over. 09 

All incomes. 92 


* Irwin Friend and Stanley Schor, "Who Saves?” Review of Economics and Statistics , Vol. XU, 
No. 2 (May, 1959), Part 2 , p. 232. 


The marginal propensity to consume refers to the proportion of a mar¬ 
ginal increment in income that is spent on consumption. It is additional 
consumption expenditure divided by an extra dollar of income. A marginal 
propensity to consume of 0 would mean that of a small increment to in¬ 
come, nothing is consumed; one of 1, that the whole increment is consumed. 
If the marginal propensity to consume is 0.7, seven tenths of the increment 
arc consumed. A study of the United States consumption pattern over the 
period from 1922 to 1941 estimates the marginal propensity to consume as 
0.672. 1 2 Estimates for periods subsequent to World War II arc not materially 
different. For the period from 1947 to 1950, a value of 0.608 was found.- 

The average and marginal propensities to consume are paralleled by the 
average and marginal propensities to save. Average propensity to save is 
personal saving divided by income; marginal propensity to save is an addi¬ 
tion to personal saving divided by an extra dollar of income. Flic average 
propensity to save added to the average propensity to consume yields 1, or 
income. The marginal propensity to save added to the marginal propensity 
to consume likewise yields 1, or incremental income. 

At a given level of income the marginal propensity to consume will be 
less than the average propensity to consume. This follows from the observa- 

1 Trygve Haavelmo, “Methods of Measuring the Marginal Propensity to Con¬ 
sume," Journal of the American Statistical Association , Y r ol. XLII (March, ’947), p. 119. 

2 Gene H. Fisher, “A Simple Econometric Model for the United States, 1947 -1950,” 
Review of Economics and Statistics, Vol. XXXIV, No. 1 (February, 1952) p. 48. 













118 


CURRENT ECONOMIC PROBLEMS 


rion that the average propensitv to consume falls as income rises, ft is not so 
certain, however, whether the marginal propensity to consume falls with 
rising income in the same fashion in which this is true of the average pro¬ 
pensity to consume. Over a substantial range of income brackets the mar¬ 
ginal propensitv' to consume, w hile alw ays less than the average propensity, 
mav be constant or almost constant. 

These characteristics of the propensity to consume are very important 
because they indicate that a redistribution of income is likely to have a 
relatively moderate effect on consumption; to illustrate, if the American 
consumers spent 93 per cent of their disposable incomes in 1959, they 
would have spent a smaller fraction of a small increment in income. If the 
poor spend 100 per cent of their income, they w ill spend a lesser proportion 
of an addition to it. The rich, on the other hand, who consume one third 
of their income, may consume only one fourth or one fifth at the margin. 
Besides this disproportion of marginal and average propensities, it also 
seems that differences between the marginal propensities of various income 
groups are smaller than the differences between the average propensities of 
these groups. If the average propensity of a rich man is 30 per cent, for 
example, his marginal propensity may be only 25 per cent. A poor man, 
how ever, may have an average propensity of 100 and a marginal one of 75 
per cent. Under these conditions the transfer of one dollar from the rich 
to the poor will decrease consumption of the rich by 25 cents while in¬ 
creasing that of the poor by 75 cents. On balance, net consumption would 
only be increased by 50 cents, the difference of their marginal propensities, 
not by 70 cents, the difference of the average propensities. Under the same 
conditions the net stimulation of consumption by one dollar would require 
a transfer of two dollars from the rich to the poor. 

Income Elasticity of Demand . The relationship betw een income anil 
the demand tor consumer goods can be elucidated also by means of the con¬ 
cept of income elasticity of demand. This notion is related to the familiar 
price elasticity of demand, which indicates the response of prospective pur¬ 
chasers of a commodity to changes in its price, l'he income elasticity of 
demand refers to the response of prospective purchasers to changes in their 
income. More exactly the income elasticity of demand for a commodity is 
the ratio of the percentage increase in consumption of this commodity to 
the percentage increase in income, other things being equal. Observations 
in the l nited Stares indicate that the income elasticity of demand for food 
is rather low, w hile that for clothing is higher, and that for the “home" 
(rent, furniture, and fuel) higher still. In a recent estimate the coefficient of 
the income elasticity of demand for cigarettes has been calculated at ap¬ 
proximately 0.10, that is, when income, for example, goes up by 10 per 
cent, cigarette consumption goes up by 1 per cent.* For automobiles, the 

* S. M. Saekrin, “Income Hasticity of Demand for Cigarettes: A Cross-Section 
Analysis,*’ Agricultural Economics Research , Yol. IX, No. 1 (January, 1957), p. 6. 
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coefficients which have been calculated by various experts were found to 
be much higher, perhaps around 2. 4 Investigations of the income elasticity 
of demand are especially important for business concerns, which, in this 
way, can ascertain their potential markets at different income levels. 

Distribution of Consumer Expenditure . The scientific study of the im¬ 
pact of income on the distribution of consumer expenditure originated : n 
1888 with a proposition generally referred to as Engel's law. Ernst Engel 
(1821-96), a statistician of that period, found statistical evidence fo. the 
statement that, as income rises, the proportion spent on the necessities of 
life diminishes. Since then this law has been elaborated and reformulated in 
great detail. How does it operate at the present time? 

I he distribution of an urban family's dollar of consumption expenditure 
among the various items is shown in Table 6. This gives percentages of the 
distribution of consumption expenditures for all income groups as well as 
by different income brackets. Food is still the largest item of consumption, 
absorbing 30 per cent of the total. At the turn of the century the per¬ 
centage of food expenditures was over 40, and if we go farther back into 
the past, the percentage goes up to 50 and more. Its decline is an unfailing- 
sign of economic progress, indicating the fact that we can afford to spend 
a larger and larger part of our dollar of consumption expenditures on items 
that do not represent as basic a necessity as does food. 

If we study the share of expenditures for food among the different in¬ 
come classes, we find that among the groups with the very lowest incomes, 
up to $2,000, the share goes up. For the higher income groups the share of 
food in their consumer dollar declines steadily—people having an income 
ten times as much as other people cannot cat ten times as much. 

On the average, people spend on alcoholic beverages more than on edu¬ 
cation and reading combined, and more than twice as much as on education 
alone. Expenditures for tobacco, roughly speaking, follow’ the same pat¬ 
tern as expenditures for food: they increase, percentagewise, over the very 
low est income brackets, and decline as higher and higher levels of income 
are reached. This is a pattern that is established also for a number of other 
consumption items. 

Expenditures for housing show a relative decline until the group with 
incomes just below of $10,000 is reached; for the top group they reach a 
higher percentage, indicating the significance of the home as a “status sym¬ 
bol.” The reverse is true of expenditures for automobiles: their share is 
lower for the top group than for the income groups below, signaling the 
fact that, in the top group, automobiles have ceased to mean much as status 
symbols. 

4 See G. C. Chow, Demand for Automobiles in the United States (Amsterdam: 
North Holland Publishing Co., 1957), pp. 81, 92; Hans Brems, “The Outlook for the 
Automobile Industry,” Current Economic Comment , Vol. XX, No. 4 (November, 
1958), p. 33. 
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The share of expenditures for household operation first declines but 
then begins to rise rather steadily as higher income brackets are considered. 
As the brackets rise, help to run the household is increasingly felt a neces¬ 
sity, and such help is expensive—unless reliance is placed on the new servant 
class mentioned before on p. 38. 

Among the higher-income brackets, relatively much more is spent < n 
education than among the lower, seven to eight rimes'as much among the 
top group than among the group with incomes from $1,000 to $2,000. E x¬ 
penditures for education are instrumental in securing a high income and in 
assuring the next generation a high income. 

As is to be expected, the share of expenditures for recreation becomes 
larger and larger with the income bracket. It costs many times as much to 
join a country club than to watch an occasional ball game. 

There are, thus, considerable differences in consumption standards, and 
they become more pronounced the more we turn away from the funda¬ 
mental necessities of life. However, standards arc much more nearly equal 
than they were in the past, and more nearly equal than they arc in many 
foreign countries. Economic grow th and the relative prosperity which has 
been characteristic of the United States for tw enty years, have done much 
to bring about a diffusion of consumer goods among all strata of society. 
The large majority own homes and cars, something now here else to be 
found. The principal differences do not relate so much to the possession of 
goods and to their quantity but to their quality. 

Still another matter is the quality of the distribution of our expenditure. 
Does it make sense to spend as much on advertising as on research, as we 
have been doing? Have we not increased our private consumption of frills, 
flippancies, and trifles at the cost of starving public consumption? Some say 
that we cannot afford better schools and better health care, and must put 
up with polluted rivers and city blight. But can we afford not to afford 
them if we aim at the full realization of the national purpose of our great 
country? These arc questions to which an increasing number of patriotic 
citizens seek answers. We shall consider them in the further course of our 
discussion. 

Relationship between Consumption and Investment: the Multiplier. 

Thus far, our attention has been concentrated on the determination of con¬ 
sumption at a given level of income. 5 Let this income level now be changed 
because of a net increase in the rate of investment—an increase that is not 
offset by any decline in other expenditures. This implies creation of new 
money or activation of hitherto idle funds. The ensuing situation provides 


• r > A w ealth of related, up-to-date material on consumer behavior may be found in 
the annual “Survey of Consumer Finances,” periodically published in the tederal Re¬ 
serve Bulletin. The Survey covers such matters as the economic outlook of consumers, 
their plans for purchasing durable goods and houses, and their financial position and 
commitments. 
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:in opportunity to study the relations between investment and consump¬ 
tion. These arc of special importance when the sum of investment and con¬ 
sumption is too small to absorb all employable resources, i.e., under condi¬ 
tions of unemployment. Under such conditions the additional investment 
of one dollar (or the additional employment of one worker to produce 
capital goods) will increase income by that dollar (or increase employment 
by one worker). But the consequences of the additional investment are not 
exhausted with this. There will be, also, an induced increase in consumer 
goods output (or in employment in consumer goods industries). This is so 
because the additional earnings of the people newly employed in capital 
goods production enable them to spend more money on consumer goods, 
and there is, thus, an induced expansion in the consumer goods field. The 
people newly employed in the consumer goods industries will, in turn, in¬ 
crease their own consumption and thus induce further expansion in the 
same direction. I'ach round of spending will, however, be smaller than the 
preceding one, because at each round some amount will be withheld and 
saved. The extent of the induced increase thus depends on the marginal 
propensity to consume. The larger this is, the greater is the induced ex¬ 
pansion. 

The national income thus increases by the amount of the initial injection 
plus the induced expansion. The injection, repeated in every consecutive 
period (that is, continually maintained at a given rate per unit of time), 
occurs in the investment sector; the induced expansion takes place in the 
consumption sector of the economy. To indicate the total increase in the 
national income, the initial injection must be multiplied by a certain factor. 
This factor, called multiplier, is the reciprocal of the marginal propensity 
to save, or 

1 

\ minus marginal propensity to consume 

l he multiplier indicates t\\e ratio o( the total increase in income, produc¬ 
tion, or employment to the initial increase represented by new investment. 
If the marginal propensity to consume, for example, is 0.672, then the mul¬ 
tiplier is >.04S, or approximately b A multiplier of this size implies that for 
every additional dollar invested each period, there is an eventual increase 
in consumption by two dollars per period. Stimulation of investment is thus 
a powerful lever of consumption. 

The Principle of Acceleration. Increased consumption also exerts a 
favorable effect on investment. When consumption is stepped up, this lifts 
the rate at which capital is replaced and also that at which new' capital is 
accumulated. I he principle which underlies this relationship is called prin¬ 
ciple of acceleration. Both multiplier and principle of acceleration interact 
upon each other in the sense that the initial increments in investment or 
consumption, as the case may be, stimulate consumption or investment; and 
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these induced effects, in turn, stimulate investment or consumption, and 
so on. 

The operation of the principle of acceleration may be visualized with 
the help of a simple arithmetic example. Assume that a business firm manu¬ 
factures automobiles and that a certain piece of machinery is required for 
the production of every thousand automobiles per year. So long as there 
is no change in the output of automobiles, the firm’s annual purchases of 
capital goods consist only of replacement of discarded machinery, such 
replacement becoming necessary if the firm operates at full capacity. 
Assume, further, that the firm’s annual output has been 100,000 automobiles 
for some time and that this is raised to 120,000, or by 20 per cent, requiring 
120 machines instead of 100. To the annual replacement demand of, say 10 
machines, there is now added a net investment of 20 machines, accounting 
for an increase in gross investment from 10 to 30, or by 200 per cent. Thus, 
changes in output, amounting to 20 per cent, may be magnified in the form 
of changes in investment amounting to 200 per cent. Merely to maintain in¬ 
vestment at the rate of 30 machines per year, the firm would have to con¬ 
tinue to expand output by about 20,000 automobiles. 

Changes in investment are accelerated not only by changes in the output 
of consumer goods but also by changes in the output of other goods whose 
production requires durable equipment—automobiles for business use, 
machinery produced with the help of other machinery, etc. The durability 
of investment goods is indeed the factor which is responsible for the 
accelerated effects of changes in consumption or in general output on 
investment. 

As cyclical movements of economic activity coincide with fluctuations 
of investment, students of the business cycle have come to give increasing 
attention to the principle of acceleration, it is necessary, however, to be 
aware of important limitations of this principle. The relationship between 
investment and output is not a rigidly constant one. Technologies change, 
and so does the ratio of investment to output. It may be possible to raise the 
output without proportional additions to equipment. Moreover, when a 
firm operates at less than full capacity, it can increase its output by utilizing 
more intensively the existing equipment rather than by the purchase of ncw r 
equipment. Important also is the tendency of business firms to purchase 
equipment in anticipation of an increase in the demand for output rather 
than concurrently with such an increase. All these factors must be taken 
into consideration in conjunction with the use of the principle of accelera- 
. tion as a device for the explanation of business behavior. 

THE CONSTRUCTION OF ECONOMETRIC MODELS 

Having become acquainted with the marginal propensity to consume 
and with the principle of acceleration, we pause for a moment and resume 
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the discussion of economic prediction which occupied us in the preceding 
chapter. There the projection was made within the consistent framework of 
a system of national economic accounting. Another method of attempting 
prediction utilizes the tools of econometrics, the science which develops 
economic theory in mathematical terms and measures these with the aid of 
statistical procedures. Work in econometrics must not be confused with 
purely statistical fact finding, which is supposedly not inspired by precon¬ 
ceived theories. The fact-finding approach, especially to the business cycle, 
is characteristic of the monumental work of Wesley Clair Mitchell (1874- 
1948) and of that of the National Bureau of Economic Research in New 
York, a private research organization founded by Mitchell. The Brookings 
Institution in Washington, another private research organization in the field 
of economics, has also done outstanding work along fact-finding lines. A 
third research organization, Cowles Foundation for Research in Kconomics, 
formerly connected with the University of Chicago and now at Yale, has 
done much to promote the econometric approach. 

Work in econometrics has led to the devising of economic “models” 
or theoretical constructions which explain the operations of the economic 
system through successive periods of time in the form of simultaneous 
equations. These equations reflect theories, that is, systematic and consistent 
general ideas concerning the various magnitudes that determine the work¬ 
ing of the economic system. Although economic activity is generated by a 
multitude of individual transactions of households, business firms, labor 
unions, government organizations, and the like, the variables in the equa¬ 
tions are aggregates. The direct treatment of individual transactions would 
make the number of equations much too large to allow’ their practical use. 
The aggregates are broad ones- -income, consumption, investment, etc.— 
in the simple systems; whereas the more complicated systems contain larger 
numbers of equations composed of more finch’ split-up variables—income 
from labor and from property; consumption of durables, nondurablcs, and 
services; construction and producers’ durable equipment; and so forth. The 
system is complete in the mathematical sense; that is, there arc as many 
equations as unknown variables whose behavior the system aims to explain. 
As the variables relate to dillerent periods of time, the models arc examples 
ot dynamic economics, which treats of change and growth. 

Some ot the variables in the equations are exogenous; that is, they oper¬ 
ate from the outside ot the economic system and are considered as “given” 
by the analyst. Others are endogenous, or arising from the operation of the 
economic system itselt. (Jovernment expenditure is an example of an 
exogenous variable, while consumption expenditure is one of an endogenous 
variable. 

At ter the equations have been set up in conformity with the economic 
theory that has served as inspiration, they are fitted to the statistical data, 
w hich reflect the observed behavior of the variables, in order to calculate 



THE CONSUMER AND THE ECONOMIC ORDER 


125 


the numerical values of the constants or parameters. Subsequently the re¬ 
sults of the model arc tested, that is, compared with actually observed data. 

It may help matters at this stage if we introduce a very simple econo¬ 
metric model. 6 This model, which has actually been fitted to United States 
data for 1947 to 1950, is as follows: 

1. C, = 

2. /, =b( Ct -C t _ l ) 

3. Y f — Ci f T Cf -f- If 

The a and the b in these equations are the parameters or constants for 
which numerical values have to be determined, a is the marginal propensity 
to consume; Z>, the accelerator coefficient which indicates the investment 
that results from an increase in consumption. The capital letters stand for 
the variables. All of these arc corrected for price changes; that is, they are 
expressed in terms of dollars of constant purchasing power. The subscripts 
denote the time period of the variable. 

1. The variables in the first equation are consumption expenditures (C) 
of a period t and income (Y) of the preceding period. The equation states 
that consumption in the current period varies with income in the recent 
past; in other words, it is the consumption function. The coefficient a indi¬ 
cates the change in consumption attending an incremental change in 
income. 

2. In the second equation, investment (/) of a period t is shown as 
dependent upon the difference between consumption of that period and 
consumption of the preceding period. The cocfficicient b indicates the 
increase in investment induced by an increase in consumption of $1. 

3. The third equation is an identity, stating that income (T) equals 
government expenditure plus foreign investment (G) plus consumption 
(C) plus investment (/). In this pattern, G is considered an exogenous 
variable, that is, one determined by forces outside the economic system and 
not explained by the model. The other three variables are endogenous, that 
is, determined by the operations of the economic system itself. 

Having these equations before him the econometrician will next look up 
the observed values of the variables and with their help calculate the 
numerical values of the constants a and b. The way this is done is a matter 
of detailed mathematical and statistical technique which does not elucidate 
the general principles of model building. For the model studied here, a 
marginal propensity to consume of 0.6 and an accelerator coefficient of 0.5 
are the results of the calculation. 

What is most important is the question of the predictive power of the 
model. If the statistical test of the model in the light of empirical data is 
successful—that is, if the calculated values of /, C, and Y agree fairly well 

0 The model is taken with permission from Gene H. Fisher, op. cit. y pp. 46-48. The 
presentation of the whole matter in this book owes much to Robert A. Gordon, Busi¬ 
ness Fluctuations (New York: Harper & Bros., 1952), pp. 351 ff. 
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with observed values—does this mean that the theory embodied in the 
model is the correct one? If it is considered the correct one, does this mean 
that the theory, the model, and the calculated parameters or constants will 
provide a meaningful explanation not only of the economy during the time 
periods for which the variables w ere taken but also of the future behavior 
of the economy? I liming to the first question, we must be aware that the 
agreement of the calculated and of the observed values docs not necessarily 
mean that the observed behavior of the economy was necessarily the out¬ 


come of the operation of the variable factors studied in the equations. It may 
just as well have been caused by the operation of variables not considered in 
the equations. The problem is not unlike that of the significance which can 
be attached to the results of statistical correlation. If the coefficient of corre¬ 
lation between the marriage rate and the volume of residential construction 
should prove to be a high one, this does not necessarily mean that increased 
house building has caused the marriage rate to go up, or vice versa. Alany 
othei factoi s may be responsible either for the increase in the marriage rate 
or for the increased building activity. I fence, if the interpretive power of 
the model suffers from limitations of this type, this will be true still more of 
its predictive power. 


Models, after all, are strictly mechanical devices. They do not reflect 
adequately the changing significance of the variables included in the equa¬ 
tions during the changing conditions of the time. Income may be a fairly 
important determinant of consumption at one time; at another time, liquid 
asset holdings of the consumers may be equally or more important; at again 
another time, there may be restrictions on consumer installment credit; at 
still another rime, fears of anticipated wartime restrictions on consumption 
may raise the propensity to consume. 

I'conometncians know w ell, how ever, that a system of equations, even 
one with the most exhaustive list of variables, can never include all relevant 
influences. I hey aim to rake account of this by allow ing for random checks 
and errors. I lie inclusion of these into the equations is characteristic of the 
stochastic ’ models, which are treated w ith the help of “statistical infer¬ 
ence and the theory of probability. All this accounts for the great com¬ 
plexity of w ork in econometrics. It is a field of know ledge that is still in its 
infancy. Inherent shortcomings of the method should not he allowed to 
stand in the way of further research and development. Although some 
s ..dents of the matter have lost hope in econometrics, others expect that 
this expansion of the frontiers of knowledge will in time bring its own 
icwaid. I his reward will consist of the superior basis whidTadcquatc 
models can provide tor policies of economic stabilization. 


1 he level of consumer e> 
consumers’ holdings of liquid 


SUMAAARY 

spendirure is affected by such factors as 
assets, consumer credit,' and the size and 
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distribution of disposable income, lhe relationship between income and 
consumption is singled out for special attention. Over long periods of time, 
consumption expenditures have been a rather stable proportion of the 
national income. As the latter has risen, consumption has increased more or 
less at the same rate. 

Among different income groups the proportion of .income consigned 
falls off with the higher income level. This is true, however, to a greater 
extent of certain consumption expenditures, say, for food, than of oth i s. 

Changes in investment bring about changes of greater dimension in 
consumption expenditure. The ratio of the total change in income to the 
initial change in investment is known as flic multiplier. Changes in consump¬ 
tion, in turn, may call forth magnified changes in investment in accordance 
with the principle of acceleration of derived demand. 

With the help of the functional relationships examined in the chapter, it 
is possible to construct econometric models which explain the operations of 
the economy by means of a system of simultaneous equations. The results 
of the application of mechanical devices of this sort must be interpreted 
with caution, and their predictive power is narrowly limited. 
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STUDY QUESTIONS 

1. Why are there greater fluctuations of purchases of durable consumer goods 
than of nondurable ones? 

2. In addition to income, what other variables may be significantly related to 
consumption expenditure? 

3. Why is the marginal propensity to consume less than the average pro¬ 
pensity at a given level of income? 

4. What contribution to economics is connected with the name of Ernst Engel? 

5. What is the behavior of consumption expenditures for automobiles at 
different income levels? 

On \vlint grounds would you be inclined to deny that the automobile serves 
as an important “status symbol” in the United States? 

7. What is the relationship between the multiplier and the marginal propensity 
to consume? 

H. I low does the principle of acceleration operate? 

9. What arc some of the limitations of the practical relevance of the principle 
of acceleration? 

10 . What approach to the study of the business cycle is connected with the 
name of Wesley Clair Mitchell? 

11. Who was the founder of the National Bureau of Economic Research? 

12. W hat is econometrics? 

13. Which research organization specializes in econometric studies? 

14. W hat does dynamic economics treat of? 

15. What are stochastic models? 

16. What rends to fall most in a depression—income, consumption, or invest¬ 
ment? 

17. In what way does the distribution of income affect the level of consumption 
expenditure? 

IS. W hat is the difference between the short-run and long-run consumption 
function? 

I <f - On the average, about how much of income is consumed? 

20. In what way do liquid assets and consumer credit affect the level of con¬ 
sumption? 
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POLICIES AFFECTING 
CONSUMPTION 


While we may be unable to make exact predictions of consumer 
expenditure, we nevertheless have on hand an analytical framework which 
shows at work the forces that determine the level of consumption. Know¬ 
ing the determinants of consumer expenditure, we can evaluate policies that 
affect consumption. Such policies may be designed to produce the char¬ 
acterized effect or may do this without intention. They may emanate from 
the government or from business. They may either tend to stimulate con¬ 
sumption or to discourage it, depending upon the specific nature of the 
problem they are to cope with. 

STIMULATION OF CONSUMPTION THROUGH 
PUBLIC POLICIES 

Policies designed to restrain consumption such as rationing, exhortations 
to save, and the like are of no current relevance, although in England, for 
example, wartime meat rationing was not terminated until 1954 and coal 
rationing not until 1958. Public policies designed to stimulate consumption 
may have a twofold purpose. They may cither aim at the encouragement 
of consumption along specific lines considered socially desirable or at 
increasing the over-all level of consumption regardless of the goods affected 
thereby. Policies of the second variety are called for when consumption is 
deficient; i.e., when it, in conjunction with investment, fails to generate 
.capacity operations of the economy. In such a situation, an increase in the 
rate of investment will, as has been seen, favorably affect consumption. 
Consumption may also be stimulated by public policies of taxation, wage 
determination, and social security, provided such policies favor those 
groups of the population whose propensity to consume is high. As has been 
noted the propensity to consume varies inversely with income. Hence, 
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policies which result in additions to the net receipts of low-income groups 
(after taxes) generally tend to stimulate the over-all rate of consumption. 

While such policies generally will affect consumption in the desired 
direction, the student must be aware of important limitations. What matters 
in connection with these policies is the marginal propensity to consume, 
not the average propensity. The marginal propensity, however, tends to 
be lower than the average one. 

This indicates that there arc rather narrow limits to a policy of stimu¬ 
lating consumption via redistribution of incomes. The progressive income 
tax is generally' considered the most effective implementation of such a 
policy. It extracts a larger proportion of high incomes than of lower ones 
and thus maintains a higher level of consumption than would prevail if 
tax revenues were levied in another form. But already before World War 
II, this tax was so progressive—that is, took so much larger a share of a 
rich man’s income than of a poor man’s income—that further increases in 
progressiveness would apparently have caused little change in the propor¬ 
tion of the tax extracted from income not designed for consumption. 1 

During the depression of the thirties, a great variety of measures to 
stimulate consumption were tried out; to the extent to which they were 
financed by other means than taxation, their expansionary effect was greater 
than would have been produced in the course of a redistribution of income. 
Work and home relief, the federal school lunch program, and the food 
stamp plan are examples of these measures. From the point of view of 
economic analysis the food stamp plan had matn r interesting features. Under 
this arrangement, there was in effect a system of dual prices for a number 
ot so-called surplus commodities. For the purchase of such foods people of 
low means were given a federal subsidy in the form of stamps. These w ere 
accepted h\ the ordinary retail outlets in lieu of part of the purchase price. 

I he aim of the plan was twofold. It was designed to raise farm income, 
while at the same time improving the dietary standards of low-income 
consumers. 1 low would this come about? The increased demand would lift 
the price ot the surplus commodity. Flic demand of the nonparticipating, 
higher-income consumers would be generally more inelastic than that of the 
indigent people w ho w ere to receive food stamps. If their demand w as so 
inelastic that they maintained their purchases in spite of increased prices, 
all benefits ot the plan would go to the farmers and none to the recipients of 
food stamps. It their demand was not inelastic enough to leave the volume 
of their purchases intact at the higher price level, the increase in prices and 
in farm income would be more moderate; and the low-income consumers 
would be the principal beneficiaries. In practice, both groups shared in the 
benefits: the poor consumed more food, and the farmers received higher 
incomes. 


1 Abram Uergson, “ I lu* Incidence of an Income Taxon Saving,” Quarterly Journal 
of Economics, Yol. L\T tFebruary, W2), pp. >>7 41. 
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Among current opportunities for improving consumption standards, 
housing, health, and education invite special attention. For a more complete 
discussion of the housing situation the reader is referred to Chapter 13, 
while in Chapter 12, plans for health insurance are evaluated. The pi incip.d 
cause of educational deficiencies is the great disparity in tW; fin mcial nbiT v 
of state and local governments. Plans for relief envisage federal suhsid ,s 
which will place a uniform floor under per capita expenditures for p/ima: • , 
and perhaps also secondary, education throughout the nation, in be field 
of higher education the veterans program has resulted in a great advance 
toward more equal opportunities. Bv its very nature, however, it was 
limited in time. Following broadly the precedent set by the GI bill, the 
President’s Commission on Higher Education has recommended a federal 
program of scholarships, awarded on the basis of need and ability. Nothing 
has come of this general program, although others, more limited in scope, 
have been adopted. 

In the case of a severe recession, there is likely to be a revival of the idea 
of a federal bonus to World War II and other veterans. State bonuses w ere 
granted by many states during the forties. A federal bonus bill, providing 
pensions of $90 a month to all veterans upon reaching 65, and of $120 a 
month to specifically disabled veterans, was narrowly defeated in Congress. 

ADVERTISING 

It is thus mainly by means of the private policies of business concerns— 
advertising—that consumption is stimulated. Advertising expenditures, 
huge as they are, are rising at a rapid pace. In 1950 the total advertising bill 
was $5.7 billion; in 1959 it was over $11 billion (see Fig. 19). T he share of 
newspapers in this bill, though still the largest, has been falling from 36 to 32 
per cent during the 1950’s, reflecting the increasing importance of other 
media, especially television, whose share rose from 3 per cent to 14 per cent. 

Why have advertising expenditures increased so much? One important 
reason is the growth and diffusion of incomes, which makes available to 
consumers an ever rising amount of money that is left over after basic 
expenditures have been met (sec Fig. 20). This “discretionary” spending 
will benefit those who advertise their w'ares most loudly and persistently. 

Advertising is indeed a characteristic of a restless time, of a society 
which moves on and on to ever-increasing material progress. While some 
authorities are inclined to brand much of advertising as waste, there is little 
doubt that it has been a potent force in maintaining consumption as a rela¬ 
tively stable or increasing proportion of rising incomes. The upward move¬ 
ment of incomes requires, in the long run, an ever-increasing per capita 
outlay for consumption. Advertising helps to bring this about. It either 
instills the consumer with new" desires or acquaints him with the possibilities 
for satisfying old ones. There are, of course, short-run periods when 
advertising, to the extent to which it serves this function, is not called for: 
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when consumer demand is so vigorous that it presses against the limits of 
available supplies, advertising may add fuel to the fire of inflation. This, 
however, docs not affect the soundness of the institution in the longer run. 

Advertising Expenditures, 1950-59 

MILLIONS OF DOLLARS 

l*f-1 



FIG. 19. Note that our expenditures for advertising are about of the same magnitude as our 
expenditures for research and development (above, p. 51). Source: McCann-Erickson, Inc., 
Printers' Ink. From Illinois Business Review, March, 1960, p. 9. 

from another point of view, advertising mav seem less desirable. 
Advertising is a symptom of, and at the same time a means to attain, 
positions of monopoly pow er, which, w eak as they may be in the face of 
close substitutes, distort the allocation of productive resources and the 
distribution of income. I hrough advertising the product assumes unique 
characteristics in the buyers mind; it becomes differentiated from others, 
and the seller is placed in the position where, by controlling supply, he can 
modify the price. Often, however, advertising w ill widen the seller's scale 
of production, and there is a chance that the price may be lower than it 
w ould be without advertising. 1 he impact of advertising outlay on price 
: »ui output is an intricate part of value theory which cannot be discussed 
here in any greater derail. L * 

- See reward Chamberlain. 77.v Theory of Monopolistic Competition Crh ed.; 
Cambridge: Harvard Lni\ersit\ Press, I<J>61, chaps, vi-vii. 




































































Consumer Purchases in Billions oe Constant ( 1959 ) Dollars 



1929 1935 1940 1945 1950 1955 1960 19 

Fl<3. 20. An increasing proportion of consumer purchases is of the “discretionary" variety, that is, above t-e ba*:, 
expenditures for food, clothing, and shelter. It is especially in connection with discretionary expeditures that adve.tis 
ing finds increasing scope. From Survey of Current Business, July, 1960, p. 5. 
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Advertising has, of course, its critics. They insist that much of it is 
wasteful, and some harmful. They point to its effects on our popular 
culture, and insist that it has distorted our system of values. For example, 
the critics will tell us that every year evidence accumulates that smoking is 
not exactly the best means to improve one’s health. But, they say, every year 
the per capita consumption of cigarettes increases, and we spend almost as 
much on tobacco products as on doctors’ and dentists’ bills. They report 
that the drug industry spends more on advertising in a year than on 
research, and enough to build liftv hospitals. :{ 

Furthermore, the critics say, advertising has left its mark on our popular 
culture. The programs of television, a very important mass medium, are 
controlled by a few netw orks, and these, in turn, cater to the advertisers 
who foot the bill—although, of course, the consumers of the advertised 
products pay for it in the end. The critics insist that the vulgarity and 
violence that is characteristic of so much of our television fare has led to a 
worsening of the popular taste and that it has given strength to the trend to 
imagery, which is so dangerous to rational thought, the basis of our 
democracy. The critics hold that television, if liberated from the adver¬ 
tisers, could make a great contribution to our cultural life, and they refer 
to former President I loover, w ho in 19 26 considered it “inconceivable that 
w e should allow so great a possibility for service ... to be drowned in 
advertising matter.” 

Those w ho are critical of advertising make much of the distorted 
system of values which it is apt to create in the consumers’ minds. The 
consumer is drawn to the advertised products but ncgelccts the consump¬ 
tion of other products for which no similar pressure has been built up. This 
latter type of goods as a rule is not provided by private business concerns 
operating in response to economic incentives. Owing to their nature, these 
goods are customarily supplied either by private nonprofit organizations or 
b\ the local, state, or federal government. Neither in quality nor in 
quantity, rhe critics hold, has this public consumption been kept up at 
standards which have become common in the field of private consumption. 

1 hey argue that the relentless pressure of advertising is responsible for an 
abundant flow of resources into private consumption, w hile at the same 
time expenditures for public consumption—education, health, urban re¬ 
newal, housing and w elfare of low-income groups, control of w ater and 
air pollution—are subject to strict economy. 4 


CONSUMER CREDIT 

\\ hile advertising expenditures doubled during the 1950’s, consumer 

1 Antitrust ami Monopoly Subcommittee of rhe Senate Committee on the Judiciary, 
Hearings, April l.\ 1W>(). 

1 See J. K. (lulbraith, l be Affluent Society (Boston: Houghton .Mifflin Co., 1958); 
also, Harry C. Johnson, "Hie Consumer and Madison Avenue,” Current Economic 
Comment , Yol. XX, No. 5 (August. I960), pp. > 10. 
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credit increased two and one half times (see Fig. 21). Three fourths of the 
consumer credit is of the installment type. The rest consists of charge 
accounts, single-payment loans, and services obtained on credit. Almost 
two out of every three families in the $4,000 to $7,500 income bracket owe 
installments. The proportion declines among the upper- as well as die 
lower-income brackets: the former do not need installment credit as badly, 
and the latter do not obtain it as easily. 


Retail Sales and Installment Credit 



Quarterly Totals. Seasonally Adjusted, 
at Annual Rates 

FIG. 21. The amount of installment cedit granted each year has increased at a much faster rate 
than annual sales of durable goods. From Survey of Current Business , February, 1960, p. 27. 


Installment credit differs from commercial credit in important respects. 
It is granted in the expectation that a purchaser’s income will suffice to meet 
payments for a period that may be as long as thirty-six months. It is secured 
by the seller’s right to repossess the purchased article if default should 
occur. Although this docs not sound much different from transactions 
involving, say, mortgage credit, the position of the lender is a much less 
secure one, because of the loss in value which durable consumer goods 
suffer as soon as they are no longer “new.” As installment credit carries 
greater risk than other types of credit, its cost is correspondingly higher. 
But, and this again is a feature which installment credit does not share with 
other types of credit, installment credit has proved insensitive to changes 
in interest rates. Whether money is tight or plentiful, and the interest 
charge high or low, is a matter over which the typical installment buyer 
shows little concern. 
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With installment credit increasing at a considerably faster rate than 
personal income, the question has been raised whether its continued expan¬ 
sion constitutes a threat to the soundness of our economy. This question is 
denied by the majority of responsible students of the matter. They point 
out that the increase in debt does not mean that installment debt has grown 
relative to the incomes of indebted families. Rather it is held to indicate that 
a greater proportion of families in the middle-income brackets make use of 
this type of credit. Moreover, to some extent at least, the rise in installment 
debt parallels a shift in consumption from the purchase of services to that 
of physical assets. While in earlier years consumers purchased the services 
of such concerns as transportation enterprises, commercial laundries, 
theaters, services for which they paid as they went along, they now have 
acquired assets—automobiles, washers, dryers, television sets, etc.—for 
which again they pay as they go along, the latter payment merely replacing 
the former. 

'The postwar recessions, mild as they were, have not caused losses to 
lending institutions that would have affected their financial position. 
Whether the emergence of the credit card will so stimulate consumer credit 
as to turn it into a threat, only the future can tell. During World War 11 
the monetary authorities were given the power to control installment 
purchases by requiring a minimum down payment and a maximum length 
of time for the payment of the debt. This power has now lapsed, but the 
Congress may revive it when such an action is called for. 

The annual cost of consumer credit is approximately $5 billion, over $1 
billion more than the nation spends on higher education and about the same 
as total government expenditures, on all levels, for health and sanitation. 
Individual borrowers rarely realize how high a charge they must pay for 
time purchases. Legislation was introduced in Congress in 1960 requiring 
lenders to intorm consumer borrowers of the total finance charges and 
annual interest rates they have to pay. A similar law, passed by the State of 
New York in 1957, also requires that contracts be printed in 8-point type or 
larger, that is, at least as large as the print in the footnote on this page. 5 


PROTECTION OF THE CONSUMER 

As an individual, the consumer is generally weaker than the trading 
organizations with which he transacts his business. To this he has reacted 
by forming co-operatives and other organizations. They will provide some 
measure of protection from fraud and exploitation. In selected fields where 
the public interest is at stake, such protection is given also by the govern¬ 
ment. I hesc matters w ill now be considered. 

Fundamental Weakness of the Consumer . The rise of interest groups 

•‘On the general subject of consumer credit see Paul A. Samuelson, “It’s Now 
Forty Pay-Later Billions,” Nszv York Times Magazine , August 28 , 1960 , pp. 13 ff. 
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has caused collective action to become an important element in our modern 
economic order. Labor is organized in trade-unions. In business, large-scale 
enterprise predominates, and there are a variety of organizations represent¬ 
ing the interests of business groups. Only in agriculture is the basic produc 
tion unit still identical with the basic consumption unit. Family fan. 1 
continue to be the backbone of American agriculture. But powerful inter* >t 
groups have arisen also in this field. They offset the v eakness inn* ~<nt in 
the atomistic character of the farm business. 

In a world of collective action the interests o* the individual consumer 
tend to be neglected. Often the terms at which he is permitted to trade are 
imposed upon him by the more powerful party, whose strength makes this 
possible without open conspiracies. But combinations to exploit the con¬ 
sumer are by no means unusual, and on occasions they consist of strange 
associations of business and labor groups. 

In this situation, it is understandable that consumers, too, have tried to 
organize and engage in group action. There were many obstacles, especially 
the inertia of large masses of people, who react more readily when their 
interests as producers are affected. It is, by far, easier to organize relatively 
small producing groups than the vast number of consumers. As producers, 
most people specialize along narrow lines, and from these specialized activi¬ 
ties they receive their incomes. Obviously, each, with respect to his own 
specialty, will tend to take a far greater interest in the producers’ welfare 
than in that of the consumers. Nevertheless, the consumer movement was 
stimulated during the Great Depression when the public insisted more 
strongly on obtaining good value for scarce dollars. The consumer move¬ 
ment did much to promote what may be called “buymanship,” a quality 
that for long was much less diligently cultivated than its counterpart, 
salesmanship. 

One of the most impressive manifestations of the consumer movement 
is the growth of consumer co-operatives. In the United States, membership 
in retail co-operative societies, including urban and rural purchases, is over 
three and a half million. Apart from these, a variety of other organizations 
have sprung up. By drawing attention to violations of protective legislation 
and by insisting on its strict enforcement, they supplement the work of 
public agencies. Occasionally, they arc instrumental in checking unwar¬ 
ranted price increases. They improve quality standards by submitting 
various consumer goods to tests, the results of which are announced in their 
publications. Consumer organizations also perform important functions as 
a counterpart to other lobbying groups that operate before federal and 
state legislatures. Many an important bill designed to protect consumers 
would not have passed without their effective pressure. 6 

G On the work of the Consumers Union, the largest and most important consumer 
group, see Philip Siekman, “U.S. Business’ Most Skeptical Customer,” Fortune , Septem¬ 
ber, 1960, pp. 157 ff. 
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Cost of Distribution. The reduction of distribution costs has been one 
of the principal aims motivating the activities of the consumer movement. 
The costs of distribution are indeed high; although important innovations 
in the retail field—such as the rise of the supermarket and of the discount 
house—are helpful in bringing them down. Less than one half of a dollar 
spent, for example, on food, is received by the farmer. The other half is 
received by various intermediaries—processors, storage and transportation 
enterprises, wholesalers, and retailers. According to calculations of the U. S. 
Department of Agriculture, the farmer’s share of the food dollar for major 
commodity groups was as follows in 1958: 

Cents 


Poultry and eggs. 61 

Meat products. 56 

Dairy products. 45 

Fruits and vegetables. 29 

Pats and oils. 27 

Bakery and cereal products. 19 


Only about one seventh of the retail price of cigarettes is received by 
the tobacco grower. In this case, of course, the remaining six sevenths repre¬ 
sent not only the cost of processing and distributing but also a large amount 
of taxation. 

It is often true that it costs more to distribute goods than to make them 
(sec Fig. 22). While consumers may react unfavorably to this, it must not 
be forgotten that, on the whole, the phenomenon is characteristic of an 
advanced economic society operating at a high level of material well-being. 
Distribution adds utilities to the product. Goods must be transported to 
make them available to the consumer. Many are no longer sold in bulk, but 
in neatly wrapped packages. Consumers like to maintain the illusion of a 
great diversity of available goods. For this reason, packaging and adver¬ 
tising lend to many commodities individual characteristics of their own, 
which differentiate them from other goods. Sellers may have to provide 
comfortably appointed establishments, delivery service, premiums, ex¬ 
change and return of goods, and similar amenities. If the consumer desires 
these, he must pay for them. 

But the distribution system does not only cost money; it also provides 
employment. The number of people in trade, distribution, and finance is one 
half of those in manufacturing and two thirds or more of those in agricul¬ 
ture. I he distribution system is instrumental in maintaining high levels of 
consumption: first, because the distributors arc also consumers; and second, 
because much of the advance in per capita consumption, with the necessi¬ 
ties being provided, must express itself in an improvement of the ways and 
means involved in the transfer of goods from manufacturer to consumer. 

Supermarkets and similar establishments have done much to reduce the 
cost of distribution of food and other products to consumers. These con- 
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cerns often maintain a large number of stores, and the large volume of their 
sales enables them to make mass purchases at favorable prices. Buying 
usually is centralized, and often direct, thereby reducing the spread in prices 
at different levels of distribution. Some of the large food chains derive 
further advantages from the maintenance of integrated subsidiaries which 
process the products to be sold by the chain. “Self-service” in the large 
retail outlets also has helped to bring distribution costs down. 

Where It Goes 

CONSUMERS BREAD PRICE 



FIG. 22. From a 20-cent loaf of bread, the farmer receives no more than 3 cents. The rest goes 
to processors and distributors. From U.S. Department of Agriculture. 

Protective Legislation. The principal legislative provision which pro¬ 
tects the consumer against exploitation and misrepresentation is section 5 
of the Federal Trade Commission Act of 1914 which outlaws “unfair 
methods of competition.” This act is enforced by the Federal Trade Com¬ 
mission, a body whose activities will be more fully discussed in Chapter 
15. The provision has been instrumental in checking cases of misrepresenta- 
.tion and deceit when this caused injury to competitors. 

Prevention of injury to the consumer thus was only in the nature of an 
incidental objective. The consumer could be harmed with impunity as long 
as this did not cause damage to competitors. Moreover, an unfair “method” 
was required, that is, a chain of related acts. Under the Wheeler-Lea 
Amendment of 1938, these restrictions were dropped. It suffices now that 
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an “unfair or deceptive act” has been committed. The difference is of 
considerable importance. Before the amendment was enacted, a company 
could, for example, advertise a dangerous cure as a safe, effective, and de¬ 
pendable remedy; the law was not violated unless injury to a competitor 
was proved. 7 

If the Federal Trade Commission considers the law to be violated, it will 
make a formal complaint, and on concurrence of the guilty party, the case 
is closed. If the alleged violator fails to concur, a cease and desist order is 
issued, and on objection by the party concerned, hearings will be held by 
the Commission. If the order is upheld, the matter may be brought before 
the federal courts, and the ensuing litigation may go on for many years. It 
took 16 years, for example, until it was finally decided that Carter’s Little 
Liver Pills do not affect the liver, and that the reference to this organ should 
be dropped. 

In the field of advertising, the work of the Federal Trade Commission 
has been activated in recent years in response to the exposure, by congres¬ 
sional committees, of dubious practices committed by advertisers. In 
October, 195K, the Commission issued a nine-point guide designed to curb 
deceptive pricing practices. In December, 1959, it outlawed certain business 
practices as “bait” advertising: advertisers, to lure customers into a store, 
must not use misrepresentation or other deceptive devices. During the same 
month, the Commission called a conference designed to acquaint the public 
with its work and enlist its support in the struggle to raise advertising 
standards. 

The Commission also has given attention to television commercials. It 
has charged deception in a case where a manufacturer showed a film, 
supposedly taken through a special kind of glass, but actually through an 
open window. In another film, a hurled object was thrown against an 
invisible guard, with an advertised toothpaste presumably giving similar 
protection to teeth. In other instances, shaving cream was used to give cakes 
a delectable icing, and in still others, glasses were soaped to show a fine 
head of beer. Another agency, the Federal Communications Commission, 
has licensing power over broadcasting stations, with renewal of the license 
required every three years, but it has never refused renewal on grounds of 
deceptive advertising. 

Trading stamps, a merchandising device that has been in existence for 
man\ decades but which came into greater use in recent years, have also 
been bi ought under the scrutiny of the Federal Trade Commission. The 
Commission has ruled in 1957 that such stamps in themselves are not an 
unfaii method of competition. I rading stamps are outlawed in the state of 
W yoming and they have come under fire in a number of other states which 


* Icderjl I'rjJc Commission v. Raladam Compariy, 283 U.S. 643 (1931). 
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impose heavy taxes upon them. A study of the Department of Agricuh e s 
made public in 1958, revealed that in stores with trading stamp pn«< ms 
food prices, over a certain period of time, had increased by 0.7 pe ent, 
whereas prices in the nonstamp stores had risen only by 0.1 per cent miring 
the same period. The average relative price increase in i he stamp stores was 
thus 0.6 per cent greater than in the nonstainp stores. However, it was 
found that, on the average, consumers who save and redeem stamps can 
recoup the relative price difference because the value of the stamps is 
approximately 2 cents for each dollar spent in a stamp store. The cost of 
this, it was found, is covered in part by higher prices, in part bv economies 
resulting from increased sales, and in part bv a decline in profit per dollar 
of sales. The reader will note, however, that this study bases its findings 
only on the different rates at which prices increased in the two types of 
stores. It does not reveal anything about differences in the respective levels 
of prices or in the quality of the merchandise and service. To these matters, 
the consumer himself must pay attention. 

In the field of soft goods, the consumer enjoys a measure of protection 
by the requirement that such goods be labeled as to the nature and content 
of the material. The labeling requirement is stated in federal legislation 
applicable to wool products since 1940, to furs since 1951, and to textiles 
since 1959. This legislation is enforced by the Federal Trade Commission. 

In automobile retailing consumers have long complained about a variety 
of practices. As a rule they find that different concerns, although located 
in the same community, arc likely to charge different prices for the same 
merchandise. Moreover, a given retail establishment is apt to vary the price, 
charging one customer more and another less, depending upon the “deal” he 
is able to make. A federal law, passed in 1958, aims at more orderly market¬ 
ing of automobiles by requiring that all new cars carry price tags indicating 
the manufacturer’s suggested retail price, the price of each item of optional 
equipment, and the transportation charge to the dealer. 

Consumer protection is especially developed in fields where lack of 
vigilance would create health hazards. As early as in 1848, a federal law was 
passed prohibiting the importation of adulterated drugs. It took, however, a 
much greater effort to have Congress adopt legislation that would affect 
domestic interests. Not until 1906 w ere Pure Food and Drugs and Meat 
Inspection Acts approved. The introduction of still more effective iegisla- 
tioned required again more than 25 years, and another five years had to pass 
before the two bills which finally were drafted were accepted. These bills 
are the Federal Food, Drug, and Cosmetic Act and the Wheeler-Lea 

8 U.S. Department of Agriculture, Trading Stamps and Their In:pact on Food 
Prices , Marketing Research Report No. 295 (Washington, D.C.: U.S. Government 
Printing Office, 1958), p. 28. On the general subject of trading stamps, see also Richard 
I lammer, “Will Trading Stamps Stick?” Fortune , August, 1960, pp. 116 ff. 
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Amendment to the Federal Trade Commission Act, mentioned before, both 
of 1938. These bills were passed in spite of a vigorous campaign of the press, 
which had been intimidated by advertisers and was fearful of revenue losses. 
These obstacles were overcome largely on account of the support given to 
the bills by the large women’s and consumers’ organizations. 

The Federal Food, Drug, and Cosmetic Act provides special protection 
against adulterated and misbranded products, if they are shipped across 
state lines. In accordance with the Jaw, standards of identity, quality, and 
fill of container have been established for a great variety of products. For 
example, noodles with chicken must not be labeled “Chicken with 
Noodles,” and containers must not be larger than their fill requires. Marga¬ 
rine may be colored, but if it is served in restaurants, it must be on labeled 
or triangular-shaped dishes. For some products, certain formulas have been 
established, and if these arc not met, the label must indicate it. s> 

Though the bill had originally envisaged grade labeling of foods, this 
was eliminated in its final form. Grading has, however, been made manda¬ 
tory for a number of agricultural staples by other statutes; and for others, 
voluntary systems of grading have been established. Generally, this applies 
only to staple products, not to highly processed commodities. Grading is 
under the jurisdiction of the Department of Agriculture, and so was the 
enforcement of the Food, Drug, and Cosmetic Act until 1940. Since then 
the Food and Drug Administration has been transferred and is now in the 
Department of Health, education, and Welfare. The Department of Agri¬ 
culture, so many observers believed, was not detached enough from the 
influence of producer interests to recognize consumer protection as the 
foremost objective. I lowcvcr, it is questionable whether the personnel of 
the agency has always been able to detach itself from the influence of the 
drug industry so as to avoid conflicts of interests. A former medical director 
accused it of acting as a “service bureau” for the drug industry and of 
having failed to protect the consumer from new, inadequately tested 
drugs. 10 It was also revealed that the director of the agency’s antibiotics 
division had earned over $287,000 in eight years from outside activities in 
the field of antibiotics publications. 11 

Changes in the American pattern of living were responsible for new 
problems which faced the Food and Drug Administration in its work of 
protecting the consumer from unwholesome foods. As urbanization pro¬ 
gressed, the distance over which food had to travel from the producer to the 
consumer increased, and so did the time interval between production and 
consumption. Moreover, recent decades have seen the rise of frozen foods 
and of other more highly processed and prepared foods w hich lighten the 
housewife s task. Hand in hand with this development, and necessitated by 

l » “Consumer’s Champions,” Economist , February 13, 1960, p. 624. 

10 Senate Antitrust and Monopoly Subcommittee, Hearings, June 2, 1960. 

n //>/</., May 18, 1960. J 
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it, there occurred a huge increase in the use of so-called food additives, 
that is, of chemicals to preserve the food, to give it color, flavor, moisture, 
to thicken it, to dry it out, or to affect it in other ways. Doubts arose about 
the harmless character of some of the 700 chemical compounds which are 
so utilized. Apprehension was also created by the widespread use insec¬ 
ticides and other pesticides, which were found to have unintended elects— 
a Wisconsin congressman, for example, who spraved a lake with DPT to 
eradicate mosquitos which disturbed him w hile fishing, revealed tuat his 
fish had been poisoned after they had eaten the dead insects. His testimony 
set in motion congressional work aiming at strengthening the Food and 
Drug Administration in the face of the new developments in chemistry. 
After four years, in 1954, the Food, Drug and Cosmetic Act was amended 
to raise standards of protection against pesticides and insecticides, and in 
1958 related action was taken w'ith respect to food additives. In the main, 
these amendments brought about a shift of the burden of proof as to the 
character, harmful or not, of the chemicals. Until they had been passed, 
the Food and Drug Administration had to produce evidence of the harmful 
character of a substance before it could outlaw' its use. Now the manu¬ 
facturer must prove that his product is safe as a condition of its lawful use. 
Much more testing work is thus required before a chemical compound is 
allow cd to enter into our food. 

The Wheeler-Lea Amendment to the Federal Trade Commission Act, 
the companion bill to the Food, Drug and Cosmetic Act of 1938, brands 
expressly as unlawful the false advertising of food, drugs, medical devices, 
and cosmetics. Enforcement is in the hands of the Federal Trade Commis¬ 
sion, a quasi-judicial tribunal, which, after an elaborate procedure, issues a 
cease-and-desist order unless the alleged violator undertakes voluntarily and 
without formal trial to discontinue the improper method of advertising. 
These are the ordinary enforcement methods of the Commission. In food, 
drug, or cosmetics cases, they are supplemented by injunctions and criminal 
prosecutions. 

Federal legislation does not grant the consumer adequate protection 
against activities that occur within the limits of a single state. A number 
of states, however, have passed protective laws of their own, with the state 
of North Dakota leading. Municipal legislation is also of help. More than 
700 cities, for example, have passed uniform milk ordinances, drafted after 
a model set up by the United States Public Health Service. 

Antichain Store and Fair Trade Legislation. A number of laws, which 
were enacted during the depression period of the 1930’s, disregard the 
interests of the consumers and place special protection on small businesses. 
The Miller-Tydings Act of 1937, to be discussed in the pages which follow, 
makes it possible to prevent chain stores and other retail establishments from 
cutting their selling prices. Other legislation limits the advantages which 
chain stores and similar firms may obtain w hen purchasing commodities in 
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large quantities. 12 Legislation of this type reflects the situation during the 
depression period of the thirties when principal emphasis was placed on the 
capacity of small business to provide employment. The legislator then had 
to choose between two sorts of waste, that resulting from unemployment 
of resources and another one resulting from a relatively inefficient alloca¬ 
tion of resources. The idea of consumer protection would, at first glance, 
have promoted a policy enabling the most efficient enterprises to buy and 
sell as cheaply as possible. But such a policy might, in the end, reduce con¬ 
sumer purchasing pow er by eliminating employment opportunities, which, 
at the time, w ere extraordinarily scarce. Legislation w^as thus passed to keep 
the less efficient producer in business. It is questionable, however, whether 
legislation of this type ought to be kept on the statute book during periods 
of full employment, when the scarcity of resources calls for optimum 
allocation. The principal factor which, during such periods, supports the 
continuation of the characterized policies is the desire to maintain small 
business units for social or political reasons. 

Reasonable people may well have different opinions about the meaning 
of “unfair” acts or methods of business. Is it unfair, for example, to deprive 
consumers of benefits which they can derive from trading w'ith chain stores 
and other establishments operated with high efficiency? Often the manu¬ 
facturers of nationally advertised goods that arc differentiated by brand or 
trade-mark impose on retailers the obligation not to sell below a certain 
price. The independent small dealers generally are willing to submit to 
such “resale price maintenance” agreements, while the chain and department 
stores often oppose them. Their superior efficiency enables them to grant 
price cuts which attract customers. Should the independent dealers and 
manufacturers be permitted to prevent such price cutting? On the basis of 
section 5 of the Federal Trade Commission Act the courts have generally 
denied them this right. But during the Great Depression the pressure of 
the small establishments and manufacturers was strong enough to cause the 
adoption, starting in 1931, of laws in nearly all states which stamp resale 
price maintenance agreements with approval and thus, in effect, vindicate 
the view* which regards price cutting as unsocial. In 1937 a federal law, the 
Miller-Tydings Act, legalized such agreements, provided they arc lawful 
in the state where the resale is to be transacted. State laws w hich authorize 
the making of vertical resale price maintenance agreements are known as 
“fair trade” laws, a highly misleading designation. 

The Miller-'Tydings Act was passed in the form of a rider to a revenue 
bill for the District of Columbia, and only reluctantly approved by the 
President. It w as the outcome of a persistent lobbying campaign directed 
against department stores and retail chain establishments. The Act, how'- 

r -Section 2 of rhe Clayton Act of 1914, as amended by the Robinson-Patman Act 
of 1936.1 he latter, often referred to as antichain store act, was sponsored by the trade 
association of independent wholesale grocers. 
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ever, confined privileged contracts to branded or trade-marked goods in 
free and open competition with products of the same general class. Also 
important is that horizontal price agreements (between different manufac¬ 
turers, or between wholesalers, or between retailers) remained prohibited. 

Consumers will see nothing fair in legislation that compels them to pay 
higher prices for items purchased in fair trade states as compared with the 
prices of identical items in other states. Fortune magazine in 1949 compared 
fixed versus free prices in nearby Maryland and the city of Washington, 
District of Columbia, which has no fair trade law. Of 117 identical drug 
items shopped, 35 cost 33 per cent less in free Washington, 38 cost 25 per 
cent less, and 29 cost 14 per cent less than in adjacent Maryland localities. 
Similar findings have been reported from a number of other places, such as 
East St. Louis, Illinois (fixed) and St. Louis, Missouri (free). A survey 
sponsored by the Department of Justice in 1956 revealed that in eight cities 
not covered by fair trade laws the average prices of some 132 articles were 
19 per cent below the fair trade prices maintained for other areas. 

The advocates of fair trade laws will refer to the alleged practice of 
selling “loss leaders” at heavily reduced prices in order to attract the public 
to the chain stores and other large establishments. This practice, which is 
made unlawful with respect to articles whose prices are fixed under fair 
trade laws, is said to be especially harmful to small retailers. It has, however, 
never been shown that independent small retailing establishments arc more 
numerous or more prosperous in fair trade states than in those jurisdictions 
in which legislation of this sort has not been passed. Moreover the legislation 
has been an inducement to the big chain stores to introduce brands of their 
own rather than sell exclusively the price-fixed items. 

Resistance against fair trade legislation came to its head in 1951, when 
the Supreme Court in the Schwegmann case held that the Louisiana fair 
trade law could not bind any merchant who had refused to sign a non-price¬ 
cutting agreement. 13 The Louisiana law, as those of other states, provided 
that a minimum retail price set by agreement between a manufacturer and a 
dealer applied to all dealers in the state, regardless of whether or not they 
signed the agreement. The Supreme Court found that such legislation un¬ 
lawfully affected interstate commerce. 

The decision in the Schwegmann case would have meant the end of 
fair trade practices of this sort, at least with respect to goods imported from 
other states, had not Congress, in 1952, enacted the McGuire Act. This law, 
which was passed over the opposition of the Department of Justice, Federal 
Trade Commission, and labor, farmer, and consumer groups, and was only 

13 Schwegmann Brothers v. Calvert Distillers Corporation, 341 U.S. 384 (1951). 
Schwegmann Brothers, a New Orleans supermarket, had sold fifths of Calvert Re¬ 
serve Whisky for S3.35 and Seagrams for S3.51, when the distillers involved had agreed 
with other retailers that the Louisiana fair trade minimum retail price for these brands 
would be $4.24. 
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reluctantly approved by the President, expresslv upholds state laws which 
are binding upon nonsigners—that is, the making of a single contract 
between a manufacturer and a retailer suffices to make the minimum price 
provisions of the contract mandatory for all retailers in the state. Scluveg- 
mann then continued his fight, directing it now against the constitutionality 
of the McGuire Act, but he lost out when the Superme Court upheld this 
law in 1953. 14 

Opposition to fair trade continues, however, and has resulted in making 
the fair trade laws ineffective in eighteen states, w here the courts either 
threw out the whole law as unconstitutional or refused to recognize the 
nonsigner clause. In another four states there never was a fair trade law. 
Hut in such economically potent states as New’ York, New Jersey, Cali¬ 
fornia, Massachusetts, and Pennsylvania, fair trade laws continue to be on 
the statute books. 

A further blow was given to fair trade when the Supreme Court in 1957 
upheld a decision allowing the Washington, D.C., subsidiary of a New 
York concern to ship merchandise at free market prices from Washington, 
which has no fair trade law, to New York, w'hich does have such a law. 15 
As a result of this decision, as w ell as of the hostile attitude of many state 
courts, more and more manufacturers abandoned attempts to maintain the 
icsale price of their products, with huge savings to the consumers as a result. 
Resale price maintenance all but ceased in the field of small appliances, 
paints, cameras and photographic equipment, and typew riters. 

However, the supporters of fair trade, led by the National Association of 
Retail Druggists, developed great pressure in favor of new federal legisla¬ 
tion that would go much farther than the McGuire bill. A bill, introduced 
in the K6th Congress, was designed to revive fair trade by much more 
drastic means than had been allowed in the past. Under the terms of this bill, 
the manufacturer did not have to make an agreement w ith a retailer, not 


14 Eh H//.V Company v. Schwegmann Brothers , 74 S.Ct. 71 (1953). The Supreme 
Court made no ruling about the constitutionality of the McGuire Act but refused 
to review the decisions of the lower courts which had affirmed it. There is an older 
decision of the Supreme Court in which the constitutionality of the fair trade prin¬ 
ciple is upheld on the basis that the goodwill of the manufacturer—which presumably 
would be adversely affected bv price cutting on the part of retailers—is a property right 
that may be protected by fair trade legislation. Old Dearborn Co. v. Seagram Distillers 
Corporation, 299 U.S. 183 ( 1936 ). 1'he principal objection which has been raised against 
this is that fair trade in practice protects retailers rather than manufacturers and their 
goodwill. 

f dcc t tr *? .*‘ Um v -Masters Mail Order Co. of Washington , 355 U.S. 824 
U9>7). In another decision, which does not directly deal with fair trade, the Court held 
tut a diug manufacturer had violated the antitrust laws by organizing action among 
wholesalers aiming at cutting off supplies to price-cutting retailers. U.S. v. Parke, Davfs 
C °' US * 25 G960). Hus has been interpreted to mean that under fair trade 
all a manufacturer can lawfully do is a unilateral refusal to sell to a retail establishment 
, r lai s r . 0 iminrain P r,ct - R the price is not maintained, he may sue, but must not 
ireaten the retailer to withhold supplies nor combine to this effect with wholesalers. 
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even with a single one, in order to maintain the resale prices of his products. 
By advertising or labeling he merely would have to givj notice of his 
intention to insist on price maintenance, and such notice would be bin ling 
on all retailers. This bill was vigorously opposed by the Dcpartmci s of 
Justice, Commerce, Agriculture, the Federal Trade Commissio-, nn.» the 
Budget Bureau, as well as the spokesmen for state rights who noint< d out 
that the states which had thrown out fair trade would now be v doled with 
it as a result of federal legislation. I he spokesman f or the antitrust division 
of the Department of Justice testified that the enactment of the proposed 
measure would spell the end of free enterprise and price competition in the 
retail field, with huge increases in prices buidening the consumers. He 
compared it in its effects with a federal subsidy, fixed not by the govern¬ 
ment but by private interests, that the consumers w ould have to pay almost 
like a sales tax. Although the bill w as approved by the Commerce Commit¬ 
tee of the House of Representatives, the Rules Committee, in 1960, failed to 
allow' it to come before the House, and for the time being consumers will 
continue to benefit from the precarious legal status of “fair trade.” 

Under the shadow of fair trade laws, discount houses sprung up at 
many places. They made merchandise available at prices substantially lower 
than the conventional retail establishments. Some of them operated at first 
clandestinely, or sold their goods only to customers holding membership 
cards. With the vanishing of fair trade, the discount houses have come out 
into the open, and many of them have come to resemble conventional 
department stores. These, rather than small retailing outlets, arc now their 
principal rivals, and as in main lines and at many places resale price main¬ 
tenance has ceased to be effective, the difference in prices charged by the 
discount houses and by department stores has become very narrow . The 
total volume of business transacted by the discount houses has been esti¬ 
mated at from 45 to 90 per cent of that of the department stores. They have 
been of great help to consumers by competitively enforcing a policy of 
lower prices on the part of the department stores. In the words of the 
spokesman of the antitrust division of the Department of Justice, they 
provide “a type of competition in the best traditions of our economy.” 10 

SUMMARY 

Consumption may be stimulated by a variety of public policies. Actu¬ 
ally, it is mainly by means of the private policies of business concerns— 
advertising—that consumption receives stimulation. Advertising is desir¬ 
able in the sense that it creates a market for the ever expanding range of our 
products, but it tends to distort our system of values by making us favor 

10 Senate Small Business Subcommittee, Hearings on Discount House Practices, 
June 25, 1958, Sec also “Resourceful Merchants: The Discount Houses Are Taking On 
a New Look,” Barron's , November 17, 1958, p. 3 ff. 
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the consumption of goods the advertisers want us to buy, at the cost of 
public consumption which is not backed up by advertising. 

The expansion of consumption is facilitated by the liberal use of con¬ 
sumer credit. Consumers increasingly run up installment debt because 
many services formerly rendered by outside firms are now derived from 
tangible assets—automobiles, household equipment—which the consumers 
own and for which they cannot pay cash. 

As an individual, the consumer often finds himself in a weak bargaining 
position. Attempts have been made to overcome some of this weakness 
through the formation of consumer co-operatives and other consumer 
organizations. Consumers are protected by the government in a variety of 
ways. Consumer protection is especially developed in fields where lack of 
vigilance would constitute health hazards. 

Consumers are placed at a disadvantage by legislation which was passed 
during the depression period of the 1930’s and which extends special pro¬ 
tection to small retail establishments. The so-called fair trade laws, which 
legalize resale price maintenance, are a case in point. Their importance has 
been a diminishing one in recent years, but they may be revived by federal 
legislation. 
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STUDY QUESTIONS 

1. How can consumption be discouraged by public policies? 

2. How can consumption be encouraged by public policies? 

3. What are the economic advantages of advertising from the poim of ww u f 
society? 

4. What arc the disadvantages of advertising? 

5. What are the effects of advertising on public consumption? 

6. How did the food stamp plan operate? 

7. Why is the consumer in need of special protection? 

8. How does legislation cope with misleading advertising? 

9. How does legislation cope with the hazards of food additives? 

10. Why was the Food and Drug Administration taken out of the Department 
of Agriculture? 

11. How does a discount store operate? 

12. Why are the costs of distribution high? 

13. In what lines of production is the consumer protected by labeling require¬ 
ments? 

14. What consumer organizations are you familiar with? 

15. Approximately how much does the farmer receive of the food dollar spent 
by the consumer? 

16. Do you think there is need for more effective policing of the drug industry? 

17. What does the Millcr-Tydings Act provide? 

18. What does the McGuire Act provide? 

19. How do you account for the growing opposition to resale price maintenance? 

20. What is the status of fair trade legislation in your home state? 



Chapter ; THE STABILIZATION OF PRICES 
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The transactions of investors and consumers all are made at certain 
prices, and so is the employment of the services of productive resources. 
In this chapter we arc concerned with the relative prices of individual 
goods and services as well as with the general level of prices. 

To promote economic security, people desire a fairly stable price level, 
and they will insist on economic policies that ensure such stability. We shall 
discuss first the function of prices and turn later to the measurement of 
changes in the price level. Subsequently wc shall trace our historical experi¬ 
ence with prices and their upheaval since the 1940’s. This will be follow ed 
by an examination of the nature of inflation, of its types, and of its impact 
on the various groups composing society. The chapter is concluded with 
a discussion of price stabilization policies. 

THE FUNCTION OF RELATIVE PRICES 

Relative prices serve a twofold function in our economy. Under free 
competition, the price clears the market by equating demand and supply. 
Moreover, regardless of the nature of the market, prices have an important 
role to play in the allocation of ooods and services. 

Competitive Prices Clear the Market . The prices of goods will tend to 
a level that is in stable balance, in the sense that deviations from it w ill not 
occur. The hypothetical price marking such a balance is called equilibrium 
price. The specific level at w hich a price will be in equilibrium depends on 
the characteristics of the market in which the transactions under study 
take place. The market situation may vary all the way from pure competi¬ 
tion ro monopoly. Under pure competition, there are many buyers and 
sellers, each demanding or supplying only so small a part of a homogeneous 
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supply that his participation in the transactions or his withdrawal from 
them makes no visible difference. Take, for example, the total supply of 
agricultural staples like wheat or cotton. It is in the hands of so many dif¬ 
ferent individual sellers, and generally demanded by so many prospect ve 
buyers, that changes in the attitude of one buyer dr seller will have no 
noticeable impact on price. Under such conditions the equilibrium i rice is 
established at a level where the quantity demanded is equal to rue qrantitv 
supplied. Individual participants to the market have no power of manipulat¬ 
ing it. If one were to withhold his supply, the quantity by which the total 
would fall would be too small to make a difference under the conditions of 
atomistic competition assumed here; and the same would be true if one 
were to cancel his demand. Under these conditions, price tends to be estab¬ 
lished by mechanical forces on the basis of thousands or millions of individ¬ 
ual demand and supply schedules. To the individual the price then appears 
as imposed by outside forces over which he has no control. If his particular 
situation is considered, the price which he must take or leave is “given.” 
But at the same time the going price is the result of the operations of all 
individuals taken in the aggregate; i.e., the price is a variable if the situation 
of all the individual buyers and sellers is generalized. Prices thus are what 
mathematicians call parameters—“a constant so long as you consider one 
particular situation,... a variable when you generalize all such situations.” 1 

Under pure competition the going price approaches an equilibrium 
price just large or small enough to equate demand and supply. It is thus a 
price that clears the market. No such equating price is established under 
monopoly. The monopoly price, although an equilibrium price in the sense 
that deviations from it do not pay, is the result of the monopolist’s ability 
to sell larger or smaller quantities, depending on the price he charges. While 
a competitive seller can sell all he wants without affecting the going price, 
the monopolist can sell increased quantities only at reduced prices. In gen¬ 
eral, this means not only that additional units must be sold at lower prices 
but that the unit price for any total volume of sales must be reduced as 
the volume increases. Only if the monopolist’s position is such that he can 
practice price discrimination—i.e., charge his buyers different prices—he 
may be able to dole out his supply in separate parcels, selling some at a 
high price and others at a lower. 

The monopolist’s price is set at a level higher than that which would 
prevail under competition, and at this higher level the quantity demanded 
is generally lower than it would be at a reduced price. The price which 
he charges is such as to maximize the product of two factors: unit profits 
times quantity sold. The optimum quantity (which, if multiplied by unit 
profits, maximizes total profits) prevails at such a level of output where the 


1 Helen M. Walker, Mathematics Essential for Elementary Statistics (New York: 
Henry Holt & Co., 1934), p. 134. 
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increment in total revenue due to the sale of an additional unit just suffices 
to cover the increment in total cost incurred by producing that unit. 

To a seller in a competitive market, a lower output does not bring a 
higher price. Consequently, he feels no inducement to reduce his sales. Con¬ 
trariwise, he will sell, at the going price, all he can produce without suffer¬ 
ing losses. These differences are important in the consideration of the 
second function of prices—tire allocation of goods and services. This second 
function is a long-run phenomenon, requiring, as it docs, the adjustment of 
production in accordance with consumer preferences. 

The Allocation of Goods and Services. Some time ago the Bureau of 
the Census estimated that there arc some 50 million women of 21 years and 
over in the United States. The number of mink coats, on the other hand, 
which can be manufactured per year, is less than 25,000. Thus, only one 
lucky lady out of 2,000 is able to obtain such a coat. It will be hers, because 
she can outbid the other ladies. The existence of prices which the purchaser 
of goods and services must pay is a manifestation of fundamental scarcity. 

If there were enough goods available to satisfy the whims and fancies of 
everybody, all goods could be free; and there would be no need to price 
them. But, as has been seen, in the face of scarcity, goods and services must 
be allocated, or “rationed,” among competing uses and users; and the price 
is a means for obtaining a measure of rationality- in this allocation process. 

It is a hurdle which prospective purchasers must overcome if they desire 
to get hold of the goods, if the price is high, so will be the hurdle’. Under 
competition, prices arc just high enough to equate the supply with effective 
demand. If the demand is vigorous relative to the supply, the price will be 
high; in the opposite circumstances, it will be low. 


Different users of productive resources and consumer goods attach dif¬ 
ferent values to these resources and goods. The differences are reflected in 
their price bids or demand schedules. Productive resources are allocated 
to those uses for which the highest bids arc made, and the highest bids will 
be made generally for resources that enter into commodities for which 
consumers manifest the highest preference. In this way the price system, 
as the allocation of goods and services in response to prices is called' tends 
to maximize consumer satisfaction. Since it is the consumer who thus de¬ 
termines flic flow of productive resources, people have spoken of “con¬ 
sumer sovereignty” as a characteristic of the price system. 

U hiIc the principle is true, it is subject to important qualifications. One 
of these bears upon the distribution of income. The price system does not 
maximize consumer satisfactions in an absolute sense but only relative to 
a given income distribution. The distribution may be such as to prevent 
he demand of some consumers for elementary necessities of life from be¬ 
coming et ectivc while enabling others to manifest effective demand for 
luxuries or harmful things. In this way the price system may divert pro- 
i ucm c. csou. ccs into channels w here they serve the production of luxuries, 
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while output of necessities is starved. If this happens the maximum of con¬ 
sumer satisfactions, attained by way of the price system, will be greater 
when the distribution of income is less concentrated. 

The second qualification has to do with the existence of monopoly 
power. As has been seen, such power leads to the acquisition of e\t inrdi- 
nary receipts on the part of the monopolist and induces him o p* educe 
less than he would otherwise. A system that is permeated In monopolies 
will.thus achieve less in the maximization of consumer satisfactions than 
one in which competition stands out. Monopolies distort the allocation of 
resources that would prevail under competition. 

Still another qualification relates to the widespread and increasing use 
of advertising in our economy, which has been commented upon in an 
earlier chapter (pp. 131 ff.). Consumers are sovereign in being at liberty 
to make price bids for the goods which they desire—but what goods to 
desire is suggested to them by the advertisers. 

However, regardless of whether or not the consumer preferences are 
autonomous or manipulated, business firms that fail to produce goods in 
accordance with the preferences of the consumers, as expressed by their 
price bids, will eventually be unable to stay in production. To employ the 
services of productive resources, any business firm must attract them by 
offering to pay for an equivalent service as much as other firms are willing 
to pay. A firm whose product does not satisfy the consumer will be unable 
to earn a sales revenue that will cover what it must pay for the services 
of productive resources, that is, the firm’s cost of production. An inefficient 
firm is likely to find itself in a position similar to that of a firm which turns 
out undesired products. Its revenue will fail to cover its cost. In this manner 
the price system, in the long run, brings about the allocation of productive 
resources among those firms which turn out goods in accordance with con¬ 
sumers’ preferences and which do this in an efficient fashion. 

Prices also affect, in the long run and to the extent to which it is physi¬ 
cally possible, the quantity of productive services that will be available for 
purchases by business firms. If the reward of a certain factor—say, of a 
certain skilled trade—is high, the supply of the factor will in time increase; 
if the reward is low the entry of newcomers into the trade will be dis¬ 
couraged. 

Finally, the interest rate, that is, the price at which funds are available 
for loans, affects the extent to which productive resources are devoted to 
the further growth and expansion of the economy. Other things being 
equal, a low rate of interest will facilitate the allocation of a greater quantity 
of resources to uses which will yield products in the future. A high rate of 
interest, on the other hand, is likely to channel resources into uses where 
they will yield products fairly soon. 

Prices thus determine what goods are to be produced in the economy 
and in what quantities. Prices, of products and of productive services, se- 
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cure the most efficient allocation of productive resources among industries 
and firms. Prices attract or discourage, as the case may be, the newcomers 
whose entry will swell the supply of a productive service. Prices, in the 
form of interest rates, “ration” the supply of productive resources available 
for use in the future. The importance of prices is indeed paramount in our 
economy, w hich, for this reason, often is referred to as “price system.” 

In the light of the foregoing discussion, it is easy to see that claim for 
the maintenance of a relative price can be justified only in rare circum¬ 
stances. If the farmers, for example, had persuaded the nation to adopt a 
policy of protecting the prices of agricultural products 150 years ago, we 
still would be an agricultural country. Such a stabilization policy would 
have halted the outflow of productive resources from agriculture and en¬ 
couraged the movement of new resources into agriculture. Productive re¬ 
sources would have failed to bo allocated into those uses which produce the 
w ealth of nonagricultural goods and services available to us today. 

Moreover, in a free market, if a price is stabilized over and above what 
it would be in the absence of such stabilization, it w ill not equate the quan¬ 
tity demanded with the quantity supplied. Instead, at the higher price the 
quantity supplied will exceed the quantity demanded, the excess measuring 
what is knowai as a “surplus” that can not find a buyer. Contrariw ise, if a 
price is artificially kept below the free-market price, the quantity de¬ 
manded w ill exceed the quantity supplied, and the excess measures what 
is known as a “shortage.” 


THE PRICE LEVEL 

Unlike relative prices, which are measured in terms of money, the price 
level cannot be measured at all. The only thing w^e can do is measure aver¬ 
age changes of the price level. T his is done w r ith the help of index numbers, 
which will be discussed presently. 

As prices arc expressed in terms of a universal denominator, money, 
changes in the level of prices reflect changes in the value of money. As the 
price level goes down, the value of money increases. The instability of 
money and prices over periods of time is a phenomenon of great importance. 
It means, to express it in simple terms, that the quantity of goods or services 
which can be exchanged for a dollar is larger or smaller, as the case may 
be, this year than it was in the past, and will again be different in future. 
On a minor scale, fluctuations of this sort go on all the time without doing 
much harm. But, on occasion, they may become very pronounced and then 
cause profound modifications of the social structure. 

Sometimes economists w r ant to eliminate the effect of changes in the 
purchasing power of money on the money values of certain magnitudes; 
that is, they wish to express these values in real terms. They may refer, for 
example, to “real wages” at different periods of time, having in mind the 
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quantities of goods which wages buy at such periods. If they speak of 
“money wages,” all they are concerned with are different quanriric- of 
money. If the price level goes up at a rate faster than, money wages, rca, 
wages decline. If the price level goes up at a slower rate than money 
real wages increase. Real wages also increase if the price level falls ■ aster 
than money wages, and they decrease if the price level declines :a a si-wr 
rate than money wages. 

Index Numbers. Changes in the price level arc measured K means of 
index numbers. They express variations in the form of percentages com¬ 
puted on the basis of a given year, called “base.” If the price of cabbage 
is 10 cents this year, 15 cents next year, and 25 cents the year after next, 
and if the present year is taken as base, index numbers for the three years 
arc 100, 150, and 250. If the next year is taken as base, they arc 66, 100, and 
166. If the year after next serves as base, the numbers change to 40, 60, and 
100. Generally a year considered “normal” or otherwise representative is 
taken as a base. 

While a simple arithmetic operation suffices to change the base of any 
given series of index numbers, the selection of a base is not without im¬ 
portance because of the dignification of the base year as reflecting the pre¬ 
sumably desirable situation of normalcy. Of still greater importance is the 
selection of the period under study. If it is made to begin at a low year, 
the subsequent movement will point upward. If it starts with a high year, the 
ensuing downward movement will create an impression of a different sort 
in people’s minds. There is, furthermore, the problem of weighting the 
various items which enter into an index and the related one of changing the 
weights in accordance with changing conditions—problems whose solu¬ 
tion often requires the application of judgment and discretion. Index num¬ 
bers have become an important instrument in wage negotiations, and their 
public presentation is often designed to bring influence to bear upon policy 
makers. 

Index numbers are not only computed for prices but for a great variety 
of other series. An important nonprice index is, for example, the index of 
industrial production prepared by the Federal Reserve Board. Among the 
price indexes, that of wholesale prices published by the Department of 
Labor stands out. It reflects changes in the weekly and monthly market 
quotations of many hundred commodities. In computing it the price of 
each article is weighted by the approximate quantity marketed during the 
relevant period. The index is reproduced in Fable 7. 

Another index, likewise prepared by the Department of Labor, is de¬ 
signed to indicate changes in the cost of living (see Fig. 23). Its name, 
“consumer price index,” expresses its specific content. It measures changes 
of the prices of goods typically bought by city wage earners and clerical 
workers. This index is in the third column of Table 7. 

Changes in the cost-of-living index immediately affect the wages of 
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TABLE 7 

Index Numbers of Wholesale Prices and of Consumer Prices, 1929—59 
(1947-49 = 100)* 


Wholesale Consumer 


Years Prices Prices 


1929 . 61.9 73.3 

1930 56.1 71.4 

1931 . 47.4 65.0 

1932 . 42.1 58.4 

1933 . 42.8 55.3 

1934 . 48.7 57.2 

1935 . 52.0 58.7 

1936 . 52.5 59.3 

1937 . 56.1 61.4 

1938 . 51.1 60.3 

1939 . 50.1 59.4 

1940 . 51.1 59.9 

1941 . 56.8 62.9 

1942 . 64.2 69.7 

1943 . 67.0 74.0 

1914. 67.6 75.2 

1945. 68.8 76.9 

1940. 78.7 83.4 

1947 . 96.4 95.5 

1948 . 104.4 102.8 

1949 . 99.2 1 01.8 

1950 . 103.1 102.8 

1951 . 114.8 111.0 

1952 . 111.6 113.5 

1953 . 110.1 114.4 

1954 . 110.3 114.8 

1955 . 110.7 114.5 

1956 . 114.3 116.2 

1957 . 117.6 120.2 

1958 . 119.2 123.5 

1959 . 119.5 124.5 


* Economic Report of the President, January, I960 (Washington, D.C.: U.S. Government Print¬ 
ing Office, I960), pp. 196 8’. 


close to live million workers covered by contracts containing automatic 
cost-of-living or escalator clauses. Such clauses usually add one cent to 
hourly wages for every 0.5 point rise in the consumer price index. If the 
index declines, there is an automatic dow nward adjustment of wages, usu¬ 
ally with a door below which they will not fall. Escalator clauses used to 
be rejected by labor unions in the past because such clauses fail to provide 
an increase in real w ages. They became popular during the postwar inflation 
and during the Korean War, when they w ere combined w ith an “improve¬ 
ment factor” (see p. 209). They are chiefly found in the automotive and 
steel industries. Some observers consider escalator clauses inflationary, but 
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others have pointed out that wages in industries not covered by such clauses 
do not increase at a significantly slower rate than do wages that are aifccted 
by escalator clauses. As prices became more stable during the late N5()’s, 
escalator clauses became increasingly unpopular among orgEni/cil labor. 

Consumer Prices 


INDEX, 1947-49 * 100 



FIG. 23. Consumer prices continue to drift upward, except those for food. From Economic Report 
of the President January, 1960, p. 24. 


With the help of index numbers, it is possible to “deflate” such series as 
wages, incomes, profits, construction awards, and the like, which are ex¬ 
pressed in terms of current dollars. By means of statistical deflation, changes 
in the values of current dollars are corrected; the series is thereby converted 
and reflects real terms, or volume, instead of value. Students must beware 
of confusing this statistical use of the word “deflation” with its more general 
meaning as an opposite to inflation. A series is deflated by dividing it by a 
suitable price index. Take, for example, average weekly earnings of pro¬ 
duction workers in manufacturing industries, estimated by the Department 
of Labor. This series is reproduced in the second column of Table 8. If it 
is divided by the consumer price index, a deflated series is obtained, which 
now indicates average weekly earnings in terms of constant dollars—that 
is, in the present case, dollars of 1959 purchasing power. The table shows 
that, while earnings in current prices doubled during the period under 
study, the quantity of goods which the earnings could buy increased to a 
much lesser extent on account of rising prices. Indeed, during a number of 
years—from 1946 to 1947, from 1953 to 1954, and from 1956 to 1958— 
earnings in constant dollars declined, although they continued to rise in 
current dollars. 

The Past Behavior of Prices. During the past one and a half centuries, 
price movements in the United States have not been excessive if compared 
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TABLE 8 

Average Weekly Earnings of Production Workers in Manufacturing 
Industries, in Current and 1959 Prices, 1946-59 


Dollars in Current Dollars in 1959 


Year 

Prices 

Prices 

1946 .... 

.45.82 

65.40 

1947 

. 49.97 

65.15 

j 948 . 

. 54.14 

65.54 

1949. 

. 54.92 

67.14 

1950. 

. 59.33 

71.83 

1951. 

. 64.71 

72.54 

1952. 

.67.97 

74.53 

1958. 

. 71.69 

78.01 

1954. 

. 71.86 

77.94 

1955. 

. 76.52 

83.17 

1956. 

. 79.99 

85.73 

1957. 

. 82.39 

85.38 

1958. 

. 83.50 

84.17 

1959. 

. 89.47 

89.47 


+ Economic Report of the President , January, I960 (Washington, D.C.: ll.S. Government Print¬ 
ing Oflice, 1960), p. 134. 


with those in countries that have passed through periods of great inflations. 
When we inspect the United States wholesale price index w hich uses the 
period from 1947 to 1949 as a base, we observe that the level during the 
base years represents a peak that w as exceeded only during the Korean War 
in 1951 (sec Fig. 24). During the past, it had been approximated only on 
two occasions—in 1814, during the War of 1812 and in 1920, subsequent to 
W orld War 1. Another peak, though a less pronounced one, occurred in 
1865, during the final phase of the Civil War. It is no accident that price 
upheavals are connected with great wars. 

Of the troughs the deepest was reached in 1896, following the Panic 
of 1895 and the short-lived recovery of 1895. The index then fell almost to 
30. The range betw een peaks and troughs seems rather moderate in the 
light of the enormous expansion of business activity in the United States, 
marked by a manifold increase in population, production, and money. It 
appears to be more so if the development in other parts of the world after 
the two world w ars is considered. After World War I, prices in Germany 
rose in terms of thousands of billions; and after World War II, they in¬ 
creased still more steeply in Hungary. During the peak of the German 
inflation the value of the currency had fallen so hnv that one dollar brought 
4,2()(),()0(),()()(),()()() marks. In Hungary one dollar w r as exchanged for 
145,()()(),()()0,000,00(),()00,()()0,000,()()(),000 pengo. The French franc, worth 
approximately 20 cents in 1914, had fallen to the equivalent of one fifth of 
a cent in 1960, when it was replaced, at the ratio of 100 to 1, by a new’ 
franc, worth again 20 cents. 
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Wholesale Prices, 1800-1960 



FIG. 24. Peaks of wholesale prices occur in conjunction with great wars. Note the four peaks. 
During the late 1950’s, wholesale prices were stable. Source: Department of Labor. From Hearings 
before the Subcommittee on Antitrust and Monopoly of the Senate Judiciary Committee, March 
10, 1959. 

What Causes Price Movements? The upward or downward move¬ 
ment of the price level reflects a disproportionate development of the total 
demand for goods and services and their total supply. If the demand in¬ 
creases more rapidly than the supply, prices will rise. This process is called 
inflation. Deflation occurs if demand decreases and prices fall. Demand 
originates with consumers, businessmen, the government, and foreign pur¬ 
chasers. The total demand depends upon their willingness and ability to 
make disbursements. The supply of goods is determined by the employ¬ 
ment level of productive resources and their productivity, and also by such 
factors as imports and inventory levels. 

As has been seen in previous chapters, consumer spending reflects, on 
the whole, different influences than those which guide businessmen, the 
government, and foreign purchasers. The purchases of consumers are tied 
up intimately with their incomes, while the expenditures of the three other 
groups responsible for total demand are determined, at least in part, by 
forces which are more “spontaneous” or autonomous in nature. There is, 
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however, vigorous interaction between consumer spending and the invest 
ment and consumption expenditures of the other groups, interaction t iat 
can be visualized by means of the multiplier and the principle of acceler¬ 
ation. 

What consumers, businessmen, and the other spending units have avail¬ 
able for disbursements is determined by the amount of liquid assets placed 
at their disposal. In our economy, these consist of currency only in part; a 
greater proportion is in the form of bank deposits. fcarlv in 1960, for ex¬ 
ample, the amount of currency held by the public was $28 billion and that 
of demand deposits over $J10 billion. The availability of liquid assets in 
itself does not ensure a vigorous rate of spending, but without them dis¬ 
bursements cannot take place. However the organization of our economy 
is such that liquid assets can be created if businessmen, the government, or 
consumers want to step up their rate of spending. 

In the modern economy the quantity of currency and bank money is 
much more easily manageable than w as true in the past w hen these quan¬ 
tities were related closely to metallic substances. Under present conditions, 
all that is needed to increase the quantity of money is a decision of the 
monetary and banking authorities. A small increase in the reserves of com¬ 
mercial banks—mainly balances with Federal Reserve banks—can become 
the basis for a considerably larger increase in credit. If the reserves of 
commercial banks are increased by one dollar, they can grant new loans 
or purchase securities and thereby create demand deposits up to six dollars. 
This multiple expansion of credit goes back to the reserve requirements 
which are supposed to limit the credit extension of commercial banks. De¬ 
pending on the location of banks, they are required to carry balances w ith 
the Federal Reserve banks in amounts equal to certain percentages of their 
demand deposit liabilities. 

The requirements arc determined by the Federal Reserve Board within 
a statutory range that is from 10 to 22 per cent for the “central reserve city 
banks” in the financial districts of New York City and Chicago and for 
the “reserve city banks” in the large towms, and from 7 to 14 per cent for 
the “country banks.” For time deposits the range is from 3 to 6 per cent, 
regardless of the location of the bank. If the average reserve requirement 
of all commercial banks, taken together, is about 16 per cent, the deposit 
liabilities mav be six times as large. 

At a given level of liquid assets, people’s rate of spending is influenced 
by the strength of their desire to hold cash balances instead of other goods 
or assets. Inspired by this desire, which is called liquidity preference if it is 
expressed as a function of the rate of interest, they will want to hold a 
certain proportion of their assets in the form of cash balances, including 
bank deposits. 1 he total demand for goods thus becomes a function of 
aggregate liquid assets and liquidity preference. The former variable is in¬ 
fluenced by the decisions of banks and monetary authorities; the latter, by 
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a host of phenomena, some of them economic in character, outers p< ; ic il, 
and still others psychological. Among the psychological fa r ors, nn ta- 
tions of the course which business is likely to take in die future ar Spe¬ 
cially noteworthy. b 

The sum of cash balances held by the public is < 1 necessity identical 
with all the money—currency and bank deposits— rhat exists at a given 
moment. That is to say, every dollar in existence is somebody’s cash bal¬ 
ance. Iweiy dollar spent is a movement of cash balance from one person to 
another. 1 he ratio of total disbursements—movements of cash balances 
from hand to hand or from account to account—to the total amount of 
money is called velocity of circulation. 

As long as people do not desire to change the average size of their cash 
balances, the average velocity of circulation of the money stock will re¬ 
main the same. If some people try to reduce their cash balance by exchang¬ 
ing it for larger quantities of goods or securities, total disbursements will 
inci case. I his will imply that, with a given stock of money, a larger amount 
of disbursements is made. The average velocity of circulation of money is 
thus increased. If, on the other hand, some people try to increase the 
amount of their cash balances and for this reason reduce their demand for 
goods or securities, total disbursements and thus the velocity of circulation 
will decline. 

It goes without saying that the increased demand associated with an 
increase in the velocity of circulation is apt to raise the price level; and, 
likewise, the reduced demand associated with a decline in the velocity of 
circulation is apt to depress the price level. The relationships discussed here 
have conveniently been expressed in the so-called equation of exchange, 
which states that the price level is the ratio of the total amount of money 
spent on goods to the total production of goods and that the total amount 
of money spent on goods is, in turn, the product of the quantity of money 
times its velocity of circulation. The equation can be expressed in a variety 
of different fashions. One of the more prominent formulations is that of 
Irving Fisher (1867-1947), a distinguished American economist, who used 
the following formula: FT — MV (price level times physical volume of 
trade is equal to the quantity of money times its velocity). 

An increase in expenditures resulting from a reduction in the demand 
for liquid balances and/or from an increase in the supply of liquid balances 
generally will stimulate production if there is less than full employment of 
resources. However, because of frictions, immobilities, the structure of 
costs, time lags, and positions of monopolistic power, it is likely that any 
such increase in production can be had only at the cost of slowly rising 
prices. Once expenditures increase under conditions of full employment of 
resources, the rise in prices will tend to be more violent. 

In the preceding analysis of the short run, every situation is explained 
as either inflationary or deflationary; and no evil meaning is attached to 
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either term as such. Avoidance of inflation or deflation would require ab¬ 
sence of any upward or downward change of the price level resulting from 
increased or reduced aggregate spending. There are usually minor changes 
of this sort going on. More important than the mere existence of pi ice 
changes is their dispersal, speed, and direction. 

The Impact of Price Changes. If prices go up the holders of liquid 
assets and, for that matter, all creditors are threatened by the depreciation 
of their assets in real terms. If prices go down the real value of their holdings 
increases, but so does the burden on the debtors. When prices rise, people 
who want to sell are better off; when they fall, prospective buyers receive 
more for their money. Now, as every purchase requires buyers as well as 
sellers, one might expect offhand that the benefits from rising prices which 
accrue to sellers will be offset by the sacrifices imposed on buyers. But this 
is not so. There is really only one prominent group of buyers in society, 
the consumers. They receive more for their money when prices go down, 
but also how much money they have to spend is determined by the level 
of prices, if only indirectly. They generally will have more money to spend 
when prices rise: increasing prices usually go hand in hand with increasing 
production and employment, although the rates at which these magnitudes 
advance may differ. Thus, when consumers appear to gain from price falls, 
they are threatened by losses through unemployment in their capacity as 
income receivers. The situation is different only for the receivers of in¬ 
comes which arc fixed, although, as will be seen, not necessarily so. But in 
any event the receivers of such incomes are not vociferous in society; they 
lack in organized strength, and their pleas are seldom heard. 

The business community, on the other hand, buys productive factors 
and sells products. If this happens at rising prices, there generally will be 
a tendency to buy more factors of production, stock up on inventories, 
and profit from the appreciation of the product. Windfall profits of this 
type will tend to spread through the entire business world. Output will be 
disposed of easily, because the rewards to the owners of the input factors 
arc liberal and many of these factors are employed. But what makes rising 
prices even more attractive to the business community is the fact that there 
is often a lag in the rise of factor prices behind that of output prices; and 
the greater this lag, the larger the profits of business. The lag will occur, 
for example, when inflation is stimulated by a rise in total wage payments. 
If, then, the supply of consumer goods cannot swiftly be expanded, there 
w ill be dollars in the hands of people looking for more goods than arc 
available. If the dollars are used for bidding up the prices of existing goods, 
profits will increase. It is possible that real wage rates will fall if employ¬ 
ment increases faster than the supply of consumer goods. Such fall will call 
forth a further increase in money wages and again in prices. There then 
arises the “vicious spiral,” because after a fall in real wage rates money 
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wages cannot “catch up” with prices and restore the previous level of real 
wage rates. 2 

If the supply of consumer goods is elastic, as it generally will be when 
resources are not fully employed, the movement proceeds ^ess volcatly. 
With organized labor in a strong position of bargaining, it often happens 
that real wages do not fall—even when conditions of full employ? lent are 
approximated and prices rise rather steeply. Under such conditions, real 
wages will not fall if the increase in monev wages enables the recipients to 
bid away goods from other groups in society: for example, from workers 
in a less favorable bargaining position, salaried people, and persons living 
on fixed incomes whose receipts do not increase at all or only slowly. 

During a number of years in the 1950’s the consumer price index rose 
only by 1 or 2 percentage points. An inflation of this type came to be 
known as a “creeping” one. Some belittled it, while others pointed out the 
danger which a continuation of ever so small an annual increase in prices 
would constitute. Such increases, if compounded over the years, would 
cause the value of the dollar to be halved in 35 years, assuming an average 
annual increase in prices of 2 per cent. Much was made of the force of 
“self-realizing anticipations,” indicating that if people fear something will 
happen, they will bring about the feared event by their own actions. If 
further rises in prices are anticipated, people try to arrange their affairs in 
such a manner that they arc likely to bring about the anticipated event: by 
insisting on ever-rising money incomes, with which they hope to “beat” 
inflation, by going into debt, by refusing to hold on to monetary claims, 
and by attempting to turn them into real assets or shares of stock. If in¬ 
flation then becomes worse, it is known as “galloping,” or “hyperinflation.” 

Can a creeping inflation come to a stop? Possibly so, if the real demand 
for goods declines as a consequence, for example, of a fall in real wages, 
a rise in profits, the greater progressiveness of the income tax as incomes 
increase, and the ensuing decline in real cash balances. 

In 1958 and 1959 the wholesale price index was virtually stable, and 
some observers were inclined to believe that the great postwar inflation had 
come to a stop. By that time the world’s capacity to produce goods had 
greatly increased; there were no more shortages, and the prices of im¬ 
portant raw materials and foodstuffs had moved downward for some time. 
Nevertheless, with the real or apparent interests of the most important pro¬ 
ducing groups attached to a rising level of prices, it is not surprising that 
our age has been characterized as having an inflationary bias. 3 Great wars 
add fuel to the inflationary tendency, and so do the constantly increasing 

2 M. Kalccki, “What is Inflation?” Institute of Statistics, Oxford, Bulletin, Vol. Ill 
(7 June, 1941), p. 161. 

3 “The Age of Inflation.” Reprinted from Economist , August 18 and 25, and Sep¬ 
tember 1 and 8, 1951. 
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budgets of modern democratic governments. They invite deficits, covered 
by bank loans and new issues of money. The basis for all this is the modern 
credit system. The fear of deflation increases the inflationary bias. People 
recall that the massive fall of prices during the early thirties was attended 
by a severe depression and mass unemployment and that the subsequent 
recovery proceeded at slowly rising price levels. They are, therefore, in¬ 
clined to identify rising prices with prosperity. This may be true, but not 
for those whose incomes rise only slowly or not at all. 

Other factors that give support to the inflationary trend are the growing 
strength of trade-unions, the widely endorsed goal of full employment, 
and the leveling of incomes which has occurred in the United States and 
in European countries. Diffusion of income is likely to encourage consumer 
spending and depress the rate of saving. Is it a ledccming feature of infla¬ 
tion, as some hold, that the inflationary process entails an upward revalu¬ 
ation of people’s assets? With wealth or assets three or more times the value 
of incomes, the owners of stocks, homes, and other tangible assets reap 
substantial windfall gains when prices rise; and these gains might offset, it 
is believed, wholly or in part, at least, a deterioration of the real income. 

T his argument carries little conviction, however. So long as the assets arc 
held, the gains exist only on paper. When they arc sold the gain might be 
realized, but people then arc deprived of their asset. In the case of a home, 
for example, its sale at a high price will do little to enhance the economic 
position of the owner if he has to find new dwelling space, likewise avail¬ 
able only at high prices. 

When prices fall, recipients of fixed incomes find themselves confronted 
\\ ith another dilemma. While the real value of their incomes goes up, falling 
prices and the circumstances attending sucjji a development often entail the 
wholesale destruction of assets. Businesses go bankrupt, banks fail, mort¬ 
gages and bonds cannot be serviced. This is bound in some w av or other to 
affect the money claims of many receivers of fixed incomes. The fact that 
the interest payment on a bond buys more than it did in the past when 
prices were higher is of little help when interest payments cease altogether 
or are curtailed drastically. 


The Quest for Stability . It is especially the middle class, the backbone 
of liberal society, among which the receivers of fixed incomes are most 
prominent and which therefore has to bear the brunt of excessive price 
fluctuations. Lack of organization among the “new” middle class (white- 
collai workers) and the inroads of large-scale enterprise into its older repre¬ 
sentative^ the small businessmen, have placed this class into a position of 
defense. Although in some of the larger business concerns die nonorganized 
uhite-collai workers receive salary adjustments in line with pay raises 
granted to organized labor, this practice is by no means universal and it 
does not help the groups operating under less-favorable conditions. The 
pensioners and retired people arc another group that is badly affected by 
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rising prices since the real value of their pensions, annuities, md other re¬ 
tirement benefits tends to decline. Although Congress has pe iodically in¬ 
creased benefits granted under old age and survivors insurance, this has 
barely sufficed to stabilize the real value of these benefits in the face of 
rising prices. 

One bastion which would provide a modicum of protection to these and 
other adversely affected groups is the attainment of a stable price level. As 
an analytical tool that reflects a deep yearning for stability, economists have 
coined the concept of stable money, pertaining to a situation where the 
quantity of money is exactly such as to stabilize the price level. Numerous 
devices and changes in institutions have, at one time or other, been recom¬ 
mended as means to attain such stability. They include the tabular standard 
and the compensated dollar. Under the tabular standard, a scheme advo¬ 
cated by the great British economist Stanley Jevons (1835-82), the standard 
of deferred payments would be set in accordance with the purchasing 
power of money, with payments determined by index numbers. Thus, a 
mortgage worth $10,000 would automatically require the payment of 
$12,000 when, at the time of its maturity, the price index had risen by 20 
per cent. Obviously, if such a scheme were widely or universally adopted, 
it would defeat its own purposes as it would add new fuel to the fire of 
inflation. 

Under the compensated-dollar plan, formulated by Irving Fisher, the 
price level was to be stabilized by manipulating the gold price. If the price 
level rose, the price of gold was to be reduced in the same proportion; under 
the gold standard, this might then lead to credit contraction and correction 
of the price level. If the price level fell, the price of gold was to be increased; 
this might allow for, but would in itself not bring about, an expansion of 
money and credit as a given quantity of gold could become the basis of a 
larger volume of dollars. This aspect of the compensated-dollar plan proved 
so attractive that the exponents of related proposals assumed a leading role 
in guiding the monetary policies of the United States in 1933 and 1934, 
when the gold content of the dollar was reduced and the price of gold in 
dollars increased. Most observers arc inclined, however, to ascribe the rise 
in commodity prices, which subsequently took place, to factors other than 
the rise of the gold price—to various recovery measures and the agricul¬ 
tural program of the government. 

A somewhat different argument underlies the 100 per cent reserve plan, 
likewise a creation of the fertile mind of Irving Fisher. It is based on the 
notion that the issue of fiduciary money is a prerogative of the government, 
a view which has found recognition in American monetary history with 
the virtual elimination of private bank notes. But while private bank notes 
have disappeared in consequence of the redemption of those federal bonds 
which could serve as security for their issue, the banks so the exponents 
of the 100 per cent reserve plan hold—have recaptured the privilege of 
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issuing fiduciary money by creating deposit money. They further hold 
that the expansibility of bank deposits, which have come to be a multiple 
of currency, makes for instability and permits the making of profits that 
are in the nature of a tax on the community at large. For these reasons, they 
propose that banks should be allowed to grant demand deposits only against 
100 per cent reserves. The principal objection against this plan is based 
upon the institutional waste it entails: it would deprive banks of their cus¬ 
tomary functions of lending and investing and would require difficult 
processes of adjustment, culminating in the organization of new institutions 
to assume these functions. 

Furthermore, under the 100 per cent reserve plan the banks would cease 
to acquire earning assets by extending credit to their depositors. Users of 
checking accounts would become liable to heavy service charges, unless 
some other way is found to finance these services of the banks. Another 
difficulty relates to the initial introduction of the plan. As the banks hold 
only fractional reserves, the increase in reserves to 100 per cent would spell 
drastic credit contraction and deflation, unless the banks—and such a pro¬ 
posal has been made—receive the difference between the fractional and 
the 100 per cent reserves as a free gift from the government. 

However, whatever the merits of this and similar proposals may be, 
there is little likelihood of their ever being applied in practice. The leading 
groups in society have come to be less attached to stability of prices or 
money but prefer to think in terms of stability of income or employment. 
Hence the measures discussed in the following section, which arc of greater 
practical significance than the 100 per cent reserve or other monetary re¬ 
form schemes, do not aim at a reorganization of economic institutions in 
order to secure greater stability of the price level. They rather indicate the 
control mechanisms which, under the prevailing economic order, are placed 
at the disposal of public authorities and which are available once price 
fluctuations tend to become obnoxious. 

STABILIZATION POLICIES 

Policies aiming at the stabilization of the price level may be pursued in a 
variety of ways. By means of fiscal policy, the government may exercise 
restraint in its demand for goods and services. By means of monetary and 
credit policies, the monetary authorities may control the rate at which 
money and credit are expanded. In addition to these policies which affect 
the over-all operations of the economy, or as an alternative to them, the gov¬ 
ernment may tackle the problem of inflation by scrutinizing or regulating 
relative wages and prices, by increasing the mobility of labor, and by pur¬ 
suing other programs designed to stimulate production. 

Fiscal Policy . The government can reduce its demand for goods and 
services by observing strict economy in its own expenditures. However, the 
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level of these is often influenced by considerations which weigh more 
heavily than the desire to stem the tide of inflation. The worlcfoutiook 
may make the maintenance of a substantial military establisament impera¬ 
tive. Foreign commitments may call for disbursements. Social policies an- 
not be discontinued on short notice. If government demand thus slv uld 
prove relatively inflexible, its inflationary pressure can be minir /ed ii it is 
financed exclusively by taxation. Thereby purchasing power r, drained 
aw ay from other sectors of the economy, and their demand thus is discour¬ 
aged. If taxation is severe enough to cause government income to exceed 
expenditures, the surplus can be used for the redemption of the public debt. 

Among the holders of the public debt, private individuals, commercial 
banks, and the Federal Reserve banks stand out. Reduction of the public 
debt held by private individuals may not relieve the inflationary pressure. 
What had been the taxpayer’s money will, after the tax collection and bond 
redemption, be the bondholder’s money. It is, of course, possible and, per¬ 
haps, even likely that a large proportion of the money, so long as it was in 
the taxpayer’s pockets, would have gone into consumption; whereas the 
money used for bond redemption might subsequently be reinvested. The 
most effective debt policy during inflation is the redemption of that part of 
the public debt which is held by the Federal Reserve banks. If the govern¬ 
ment transfers tax receipts to the Federal Reserve banks to reduce their 
holdings of the public debt, the money stream—bank deposits as well as 
bank reserves—is thereby diminished. The taxpayers’ bank deposits de¬ 
cline, and the banks’ deposits with the Federal Reserve banks—their re¬ 
serves—are shifted to the Treasury and subsequently extinguished when 
the Treasury redeems its securities with this claim against the Reserve banks. 
If the government uses tax receipts for the redemption of bonds held by 
commercial banks, this will result in a fall in deposits only if the banks do 
not use their freed lending capacity for new' loans to business. If they do, 
what had been the taxpayer’s money will now be the bank borrower’s 
money. 

Monetary and Credit Policies . Demand may further be discouraged 
by monetary and credit policies. The foundation of all credit is the reserves 
of the commercial banks. The Federal Reserve authorities can create or 
destroy reserves by means of open-market policies, that is, by the purchase 
of government securities from the public. If they buy securities, they create 
reserves; if they sell them, they destroy reserves. The Federal Reserve 
authorities also have the power, within a range set by law, to determine 
the amount of reserves which the member banks are required to maintain 
relative to deposits. If they lower these requirements, a given amount of 
reserves can serve as the basis for an expansion of credit; if they raise them, 
the same amount of reserves will suffice only for a smaller amount of credit. 
Furthermore, the Federal Reserve banks may vary the so-called discount 
rate, that is, the rate of interest charged to commercial banks when they 
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borrow from the Federal Reserve banks. A reduction of this rate encour¬ 
ages more liberal borrowing and lending; an increase has the opposite effect. 

From 1945 to 1960 the money supply, that is, demand deposits plus cur¬ 
rency, has increased from $102 billion to $140 billion, that is, by approxi¬ 
mately 40 per cent, whereas the gross national product more ihan doubled 
during the same period. A given amount of money thus supports a vastly 
larger volume of transactions and of income: the velocity of money has 
risen substantially (see Table 9). 

TABLE 9 

Miscellaneous Financial Statistics, 1945-59* 


Year 

Gross 
National 
Product 
($ Billion) 

Money 
Supply 
($ Billion)f 

U.S. 

Government 
Securities 
Held by 
Federal 
Reserve 
Banks 
(JC Billion)t 

Legal 
Reserve 
Requirements 
(% of Demand 
Deposits )§ 

Range of 
Federal 
Reserve 
Discount 
Rates 

( % Per Annum) 

1945. 

. 214 

102 

24 

20 

1/2-11/ 2 

1950. 

.285 

115 

21 

18 

11/2-13/4 

1955. 

.598 

184 

25 

18 

1/2-21/2 

195b. 

.419 

185 

25 

18 

2/2-5 

1957. 

.448 

184 

24 

18 

3 -8/2 

1958. 

.442 

189 

26 

161/2-18 

2/4-23/4 

1959. 

.480 

140 

27 

16/2 

2/2-4 


* Vederal Reserve Bulletin , passim. 

t Demand deposits adjusted held by the public plus currency outside banks. 
X Par value. 

§ For reserve city banks. 


Over the same period, member-bank reserves have increased only by $3 
billion. As the money supply has gone up by about $40 billion, this rise 
w as therefore only to a relatively small extent made possible by the creation 
of new reserves via open-market purchases. Indeed, the par value of govern¬ 
ment securities held by the Federal Reserve banks rose only from $24.3 
billion in 1945 to $26.6 billion early in 1960. Much the more important 
factor in facilitating the expansion of the money supply has been the grad¬ 
ual reduction of reserve requirements. These w ere 20 per cent for reserve 
city banks in 1945, and \6K per cent in 1960. An additional dollar of re¬ 
serves thus serves as support for $6, instead of $5, of additional deposit 
money. 4 


4 In addition to the creation of new reserves by open-market purchases and to the 
reduction ot reserve requirements, the money supply also rose as a result of an increase 
in silver certificates and in borrowing from Federal Reserve banks. Additions to the 
gold stock, which also create reserves, were zero for the period as a whole. 

I' rom the point ot view of the whole economy, it makes little difference whether 
monetary expansion is facilitated primarily by open-market purchases or by reduction 
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While the monetary authorities thus allowed the expansion of money 
and credit, they pursued, over the same period, but more markedly so since 
the early 1950 s, a policy of tightening credit by steadily raising t- e dis¬ 
count rate. This rate was between 1 % and 1% per tf.nt in I950;\co \ears 
later, it had shot up to 4 per cent. Other interest rates followed si t (sec 
Table 10 and Fig. 25). 


TABLE 10 

Trends in Interest Rates and Bond Yields. Selected Years 
1920 -59, in Per Cent* 


Year 

Prime 

Commercial 
Paper, 4-6 
Months 

Corporate 

Bonds, 

Top 

Grade 

91-Day 
Treasury 
Bills 

3-5 Year 
Treasury 
Notes f 

Long-Teri 
Govern¬ 
ment 
Bondsf 

1920. 

.7.50 

6.12 

t 

t 

5.32 

1929. 

.5.85 

4.73 

t 

t 

3.60 

1933. 

.... 1.73 

4.49 

0.51 

2.66 

3.31 

1943. 

.... 0.69 

2.73 

0.375 

1.34 

2.47 

1944. 

.... 0.73 

2.72 

0.375 

1.33 

2.48 

1945. 

.... 0.75 

2.62 

0.375 

1.18 

2.37 

1946. 

.... 0.81 

2.53 

0.375 

1.16 

2.19 

1947. 

.... 1.03 

2.61 

0.604 

1.32 

2.25 

1948. 

.... 1.44 

2.82 

1.040 

1.62 

2.44 

1949. 

.... 1.48 

2.66 

1.102 

1.43 

2.31 

1950. 

.... 1.45 

2.62 

1.218 

1.50 

2.32 

1951. 

.... 2.17 

2.86 

1.552 

1.93 

2.57 

1952. 

.... 2.33 

2.96 

1.766 

2.13 

2.68 

1953. 

.... 2.52 

3.20 

1.931 

2.57 

2.93 

1954. 

.... 1.58 

2.90 

0.953 

1.82 

2.54 

1955. 

.... 2.18 

3.06 

1.753 

2.50 

2.84 

1956. 

.... 3.31 

3.36 

2.658 

3.12 

3.08 

1957. 

.... 3.81 

3.89 

3.267 

3.62 

3.47 

1958. 

.... 2.46 

3.79 

1.839 

2.90 

3.43 

1959. 

.... 3.97 

4.38 

3.405 

4.33 

4.07 


* Federal Reserve Bulletin , passim. 
f Taxable after 1933- 
t None outstanding. 

The increase in the interest rate, while advantageous to banks and other 
financial intermediaries, had numerous adverse effects. It increased costs 
substantially in the field of construction and among enterprises that use 
assets of long durability, the public utilities, for example. It placed in a 


of reserve requirements. The selection mainly affects the earnings of the commercial 
hanks, relative to those of the Federal Reserve, which are largely turned over to the 
Treasury. In the case of open-market purchases, the Treasury will share in the interest 
income which the Federal Reserve banks derive from the purchased securities. In the 
case of reduced reserve requirements, no such income accrues to the Federal Reserve 
banks or the Treasury, while the commercial banks, on the basis of a given amount of 
reserves, can increase their earning assets (loans and investments) and earnings. 
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precarious position many marginal borrowers, especially small business 
firms. It brought about a wholesale destruction of assets, with the pi ices 
of bonds, issued in the past and carrying lower rates of interest, declining 
so as to equate their effective yield with that of the newly issued bonds 
carrying higher rates of interest. This decline was especially abrupt in the 



FIG. 25. Note the rising trend of interest rates after World War II. From Report of the Secretary 
of the Treasury, 1959, p. 252. 


case of long-term government bonds; many such $1,000 bonds had fallen 
to $S00 and less by 1960. The increase in interest rates also was responsible 
for making much more expensive the service of the federal debt. Although 
die great bulk of this had been incurred during World War 11, a substantial 
part of it was—and is—of short and intermediate duration and had to be 
refinanced at higher rates of interest. Moreover, with interest rates on the 
rise for so many years, prudent lenders could not fail to anticipate a con¬ 
tinuation of the movement in the time ahead. It thus became all but impos¬ 
sible to dispose of new issues of long-term bonds—potential lenders feared 
that before long interest rates would turn higher again, with adverse effects 
on the prices of the bonds then outstanding. When in April, 1960, the Treas¬ 
ury made an attempt to place $1.5 billion of a 25-year bond, carrying a 
rate of 4 1 i per cent interest, only $370 million were sold. At that time the 
Treasury tried to persuade the Congress to raise the statutory interest ceil- 
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ing of 4% per cent on bonds of more than five years to maturity, but these 
efforts were resisted strongly. 

Critics of the Federal Reserve and Treasury policy of dear money 
pointed out that interest income had risen by 120 p<T c< it vr-»m 1952 to 
1959, compared with an increase in all personal income amounting to only 
36 per cent. Doubts were raised about the appropri. tencss of the"practice 
of using as advisers on interest rates the representatives of financial institu¬ 
tions concerned with lending. Bills were introduced in the Congress that 
would give labor, small business, and the consumers representation on the 
Federal Reserve Board. It was recalled that the huge financial requirements 
of the government during World War II had been financed at low rates of 
interest. High rates of interest, such as prevailed during the 1950’s, were 
held to have stunted economic growth. The question was raised why the 
monetary authorities, when they wanted to curb money and credit, failed 
to place greater reliance on increasing reserve requirements rather than on 
increasing rates of interest. Actually, as has been seen, the Federal Reserve 
lowered the legal reserve requirements while it raised the discount rate. 
This policy exposed the Federal Reserve to the criticism that it acted like 
a rider who makes his horse go into all possible directions at once. 

Worse, the vacillations of Federal Reserve policy have not secured 
stable prices. During some periods of the 1950’s price increases were rather 
pronounced, and for the decade as a whole consumer prices rose by more 
than 20 per cent. Worse still, the increase in prices occurred in the face of 
persistent unemployment, which only in one year fell to less than 3 per 
cent of the civilian labor force, in another year exceeded 6 per cent, and 
during four years was between 5 and 6 per cent. 

To many students of the economy this combination of inflation and 
unemployment was an experience that made them doubt the suitability of 
monetary and credit policies as an instrument to attain stable prices. Such 
over-all policies of restraint are a blunt weapon when pursued in the face 
of widespread unused capacity as was the case in the 1950’s. 

Coping with Administered Wages and Prices . Many thoughtful ob¬ 
servers were inclined to make a distinction between this new type of in¬ 
flation, which is accompanied by unemployment and unused plant capacity, 
and the conventional type which occurs under full employment, when 
plentiful money chases after goods that cannot be produced. This conven¬ 
tional type of inflation, characteristic of the immediate postwar period, is 
also known as “demand” or “monetary” inflation. In contrast therewith, 
the new type of inflation was variously referred to as “sellers’ ” inflation or 
as one caused by a “wage push” or “cost push” or by “administered prices.” 

Indeed, during the 1950’s there occurred an average increase of hourly 
earnings percentagewise approximately twice as large as the average in¬ 
crease in real product per man-hour. Wages, thus, rose much faster than 
did productivity. On the basis of this observation, it was claimed that a 
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new type of inflation had arisen, fundamentally different from the con¬ 
ventional one and to be treated by new policies. Made in this form, the 
claim, however, is half true and half false. It is false that the mechanism of 
wage-push inflation differs substantially from that of demand-pull infla¬ 
tion. In either case there is an increase in factor prices or costs, in income, 
and in product prices. The question as to whether factor prices or product 
prices increase first is about as meaningful as the question of the priority 
of the chicken or the egg. The reference to productivity lagging behind 
wages does not give support to the allegedly new character of wage-push 
inflation either. Such a lag is characteristic of any type of inflation, in fact, 
inflation could be defined as a rise in income faster than that of production. 

While the mechanism of wage-push inflation thus docs not differ sub¬ 
stantially from demand-pull inflation, it may nevertheless be true that 
rapidly rising wages in the unionized as well as in the nonunionized sector 
of the labor force are inflationary in the sense that they add both to cost 
and to income. However, the responsibility for this cannot be placed on 
labor alone. Wages can go up only if employers fail to resist demands for 
a raise; in addition, the increase in the money supply required by rising- 
wages must still be sanctioned by the monetary authorities. If an increase 
in w ages is inflationary, the responsibility for this must be shared by labor, 
employers, and the monetary authorities. 

That employers can grant inflationary raises in pay while at the same 
time failing to utilize their plant capacity, is a fact that has been attributed 
to the imperfection of competition characteristic of substantial parts of our 
economy. Under perfect competition, a firm does not have a price policy 
but is compelled by the forces of the market to adjust its price to that pre¬ 
vailing in the industry of which it is a member. If it cannot raise its product 
price, neither can it raise its cost by granting an increase in w ages not justi¬ 
fied by improved productivity. The combination of rising prices and w ages 
in the face of persistent unemployment, so many observers hold, is due to 
monopoly pow er. Business firms which have such a power are in a position 
to charge unilaterally “administered” prices over and above the competi¬ 
tive one/' At these prices they are unable to dispose of their capacity output, 
but they are able to meet labor’s demand for wages higher than warranted 
by the growth of productivity. As has been noted before (p. 73), the 
prices charged by corporations not only enable them to meet inflationary 
pay raises but are sufficiently high to facilitate business expansion out of 
retained earnings. The importance of this factor, in connection with in¬ 
flationary tendencies, has recently been pointed out by the British Council 
on Prices, Productivity, and Income, the so-called Cohen Council. 0 

/’ ^‘e Gardiner C. Means, Administrative Inflation and Public Policy (Washington, 
O.C.: Anderson Kramer Associates, 1959). & 

* 5 Council on Prices, Productivity, and Incomes, First Report (London: Her Maj¬ 
esty’s Stationery Office, 1958), p. 48. 
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Still another interpretation of current inflationary tendencies, and one 
which does not conflict with the ones discussed above, is based upon shifts 
in demand which cause reductions in output in some industries and in 
creases in others. While prices rise among the latter, they fail to fall among 
the former owing to frictions and imperfections of the market. This type 
of inflation is sometimes referred to as “demand shift” inflation. It h.,s been 
investigated by Professor Charles Schultze of the University of Indi ,na.‘ 

The connection between wages and prices is also revealed in a study of 
the markup factor, the ratio of business gross revenue to the compensation 
of employees. 1 his markup factor has been shown to be fairly constant over 
the years, averaging about 2. The price at which a Arm sells can then be 
expressed as 

Markup X Wage bill 
Average product per worker 

If the markup is kept constant, changing prices will reflect the dispropor¬ 
tionate behavior of wages and productivity. If wages increase faster than 
productivity, prices will rise. If they increase more slowly than produc¬ 
tivity, prices will fall. If they increase as fast as productivity, prices will be 
constant. This theory is connected with the name of Professor Sidney Wein- 
traub of the University of Pennsylvania (for reference, see Bibliography, 
p. 177). 

What can be done in this situation to assure stable prices and full em¬ 
ployment? Some have proposed the regulation of administered prices by 
public authorities, especially in industries that operate below their capacity. 
Price regulation of a similar type is not unheard of but is a device of long 
standing in the arsenal of United States economic policy. It was first ap¬ 
plied to some so-called “natural” monopolies, especially those whose mo¬ 
nopolistic character tended to be strengthened by measures of public policy. 
Federal regulation of railroad rates was instituted in 1887; local regulation 
of public utilities had started much earlier. When utility systems expanded, 
state-wide regulation was provided by law beginning in New York and 
Wisconsin in 1907. Problems pertaining to the regulation of railroad and 
utility rates will be considered in Chapter 17. In a more indirect form, fed¬ 
eral legislation has affected other monopolistic prices by aiming at restraint 
of monopolistic power. This is discussed in Chapter 15. In a still more in¬ 
direct manner, prices are controlled, in a sense, by public enterprises which 
compete with private concerns of monopolistic character and thereby exert 
a wholesome influence on their price policies. 

However, the regulation of administered prices would undoubtedly 
pose a host of administrative difficulties and may have undesirable conse- 

7 See “Recent Inflation in the United States,” by Charles Schultze, Study Paper 
Vo. 1 of Joint Economic Committee investigation of “Employment, Growth and Price 
Levels,” cited more fully in the Bibliography, p. 178. 
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quences in addition to those that are wanted. Unless the forces of unem¬ 
ployment and inflation become more menacing, it is unlikely that a program 
of regulating such prices will be instituted. This will mean that principal 
reliance will have to be placed on the vigorous execution of our antitrust 
laws (Chapter 15) and on instilling among corporate managers a feeling 
of public responsibility that will restrain their price policy in a similar 
fashion, it is hoped, as does the force of competition. 

For the time being, such a happy state of affairs is far from being 
achieved. At times, employers will exhort unions to abstain from inflation¬ 
ary wage demands, and unions will exhort employers to abstain from in¬ 
flationary increases in prices, each testifying to the respective power of the 
other party while failing to admit his own. In the case of unions, instilling 
them with a feeling of public responsibility for the stability of prices will 
be no easy accomplishment because historically their principal function 
has been to press for higher and higher wages. It is possible, however, that 
the frequently stated demands for public regulation of wages, for the re¬ 
moval of the exemption of unions from the antitrust laws, and for curbing 
the power of labor unions in general, will exert a wholesome influence upon 
union leaders in the direction of encouraging an attitude of restraint and 
responsibility. 

The public regulation of wages is an undertaking that is, if possible, 
still more difficult than the public regulation of prices. The “right” price 
is the competitive one which would come about as the result of the opera¬ 
tion of the impersonal forces of the market. But what is the right wage? 
Sure\v not the one that would come about in the absence of collective 
\vay gaining. What about a wage that increases commensurately with the 
productivity of labor? This is an idea that is often recommended in the 
popular discussion of these matters. But what does it mean? If it means that 
workers whose productivity rises at a fast rate are eligible for similar raises 
in their pay, such sectional increases in wages would soon spill over into 
employments where productivity fails to rise at all or docs so at a slow 
rate. A lore and more inflation would be the outcome of such a w'age policy. 
Alorcovcr, the idea of linking wages closely with productivity has other, 
severe shortcomings. To allow for the allocation of productive resources 
in response to changing wants and needs, labor’s wage must not only reflect 
changes in productivity but changes in demand as w ell. If the productivity 
of labor rises in employments where the demand for output fails to expand 
vigorously, raises in pay will only freeze labor along lines of work where 
job opportunities arc severely limited. Coal mining is a case in point, and 
agriculture another, although in the case of agriculture it is not the increase 
in wages that is relevant but the stabilization of agricultural income with 
the help of a huge outlay of public funds. 

The proposal to limit increases in w ages to those in line with the over¬ 
all increase in the average productivity observed for the whole nation takes 
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care of some of the objections listed in the preceding paragraph but not of 
all of them. Such an increase would not be inflationary, but it would still 
fail to reflect adequately changes in the demand for labor resulting from 
changes in the demand for products. 

The problems which would face a regulatory authority in the field of 
wages could be resolved only with the help of a great deal of discretion, 
and the difficulties which would persist are kindred to those which thus far 
have prevented the adoption of compulsory arbitration (see p. 235). 

Legislation has been introduced in the Congress requiring advance 
notice of proposed increases in wages and prices, with the view of having 
the question of their desirability aired before a body of competent experts 
and before the public in general. The pressure of public opinion, it is hoped, 
will be of help in averting inflationary movements of prices or w'ages. 

Helpful along the same line would be periodic meetings of the leaders 
of industry and of labor in w hich they w ould become acquainted with and 
discuss the economic outlook for the period ahead, w ith the view of volun¬ 
tarily shaping their policies in such a manner as not to cause inflation. Unions 
might consent to forego wage increases if employers undertake to low r er 
prices in response to rising productivity, and such undertakings may fulfill 
a similar function as does the pressure of competition. As time goes by, 
employer representation may become an industry-wide one more often 
than it is now, and perhaps eventually labor and management may bargain 
on a nation-wide scale. In so shaping our institutions, we may possibly 
benefit from the experience of the Scandinavian countries such as Sw eden , 
where arrangements of this type have been in use, and by benefiting from 
their experience we may avoid the mistakes which have been made there 
(from 1948 to 1957 the consumer price index in Sweden rose 46.8 per 
cent). r 

Demand-shift inflation could be restrained by granting tax benefits to 
those industries which abstain from using their reserves for expansion dur¬ 
ing periods of boom in their respective lines, and postpone investment until 
business activity slackens. 

Lastly, anything that adds to the supply of goods will tend to diminish 
the strength of the forces of inflation. This means that improvements of the 
mobility of labor will be of considerable help as wdll anything that ac¬ 
celerates production. Some people might think that the lengthening of the 
workweek would provide a solution. This is true, how ever, only in those 
activities where output is significantly determined by standard hours of 
work—that is, neither in farming nor in the industries that operate around 
the clock on a continuous-process basis, as is done in the steel industry, the 
chemical industry, and in a number of others. Even in the absence of these 
limitations, longer hours of work will increase wage payments and thereby 
tend to cause a stimulation of demand. And if wage payments were not in¬ 
creased at all or only moderately (in consequence, for example, of provi- 
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sums relaxing legal requirements for overtime pay), the resulting reduction 
in labor cost would be most effective in checking the forces of inflation 
only if it were reflected in lower selling prices. 

Measures designed to increase output per man-hour are thus, on the 
whole, preferable to longer hours of work. Without the absorption of addi¬ 
tional resources (to increase the capital equipment and the like) output per 
man-hour can be raised by incentive systems of wage payment and by the 
elimination of make-work rules on which unions tend to insist for the sake 
of their members’ protection during adverse periods of business. Moreover, 
it has been pointed out that “featherbedding is not confined to labor. Many 
American industries and firms do a bad or mediocre job of introducing 
new technology—and other productivity-increasing measures—into the 
production process.” 8 To do an effective job of combating the forces of 
inflation, management must make the most of its opportunities to raise the 
productivity of the nation, and labor unions must not resist such efforts. 

Kqual in importance to additions in output arc liberal foreign-trade 
policies that remove obstacles to the flow of imports. Not only do such 
policies increase the supply of goods, they also strengthen the forces of 
competition and arc, hence, of extra efficiency in combating inflation. 
Whether policies of this kind will be pursued with vigor, will depend upon 
whether or not the threat constituted by the disequilibrium of the balance 
of international payments of the United States will continue to be immi¬ 
nent (see p. 592). 


SUMAAARY 

Prices perform the twofold function of clearing the market and allo¬ 
cating goods and services. T here is enough uniformity in price movements 
to warrant the formulation of the concept of a price level. War periods 
generally are characterized by peaks of prices, while they reach their 
trough during periods of depression. Price movements occur because of 
disproportionate developments of people’s expenditures and the volume 
of goods and services available for purchase. People’s ability to make ex¬ 
penditures is influenced by the case with which the supply of money and 
credit is expanded. 

T he incidence of changing price levels falls in a different manner upon 
the various components of the economy. In modern societies, there is often 
a stronger complex of interests attached to rising than to falling price levels. 

During the 1950’s, stabilization policies had to cope with a situation in 
which rising prices were combined with persistent unemployment. The 
monetary and credit policies pursued during that period included an in~ 

8 Walt W. Rostow in an address before the Thirtieth Annual Conference of the 
Harvard Business School Association, Cambridge, Mass., June 11, 1960, 
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crease in bank reserves and a reduction in legal reserve requirements, but 
these policies were paralleled by swiftly rising rates of interest. In addition 
to the conventional type of demand inflation, increasing attention is given 
to cost-push inflation. 
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“Constructive Suggestions for Reconciling and Simultaneously Obtaining the 
Three Objectives of Maximum Employment, an Adequate Rate of Growth, 
and Substantial Stability of the Price Level;” Part 10, “Additional Materials 
Submitted for the Record.” 

The titles and authors of the 23 Study Papers are: No. 1, “Recent Inflation 
in the United States,” by Charles L. Schultzc; Nos. 2 and 3, “Steel and the 
Postwar Inflation,” bv Otto Eckstein and Gary Fromm; “An Analysis of the 
Inflation in Machinery Prices,” by Thomas A. Wilson; Nos. 4 and 5, “Analysis 
of the Rising Costs of Public Education,” by Werner Z. Hirsch; “Trends in the 
Supply and Demand of Medical Care,” by Markley Roberts; No. 6, “The Ex¬ 
tent and Nature of Frictional Unemployment,” by the Bureau of Labor Stat¬ 
istics; Nos. 7, 8, and 9, “The Incidence of Inflation: Or Who Gets Hurt,” by 
Seymour E. Harris; “Protection Against Inflation,” by H. S. Houthakker; “The 
Share of Wages and Salaries in Manufacturing Incomes, 1947-56,” by Alfred 
H. Conrad; Nos. 10 and 11, “Potential Public Policies to Deal With Inflation 
Caused by Market Power,” by Emmctte S. Redford; “A Brief Interpretive Sur¬ 
vey of Wage-Price Problems in Europe,” by Mark W. Leiserson; Nos. 12 and 
13, “The Low Income Population and Economic Growth,” by Robert J. Lamp- 
man; “The Adequacy of Resources for Economic Growth in the United 
States,” by Joseph L. Fisher and Edward Boorstein; Nos. 14 and 15; “Financial 
Aspects of Postwar Economic Developments in the United States,” by John 
Gurley; “Profits, Profit Markups, and Productivity: An Examination of Cor¬ 
porate Behavior Since 1947,” by Edwin Kuh; No. 16, “International Effects of 
U.S. Economic Policy,” by Edward M. Bernstein; No. 17, “Prices and Costs in 
Manufacturing Industries,” by Charles L. Schultze and Joseph L. Trvon; No. 
18, “National Security and the American Economy in the 1960’s,” by Henry 
Rowen; No. 19, “Debt Management in the United States,” by Warren L. Smith; 
No. 20, “The Potential Economic Growth of the United States,” by James W. 
Know les; No. 21, “Postwar Movement of Prices and Wages in Manufacturing 
Industries,” by Harold M. Levinson; No. 22, “An Evaluation of Antitrust 
Policy: Its Relation to Economic Growth, Full Employment, and Prices,” by 
Theodore J. Kreps; No. 23, “The Structure of Unemployment in Areas of Sub¬ 
stantial Labor Surplus,” by the Bureau of Labor Statistics. The Hearings and 
Studies Nos. 1 to 15 w^ere published in 1959, the rest of the Studies in the follow¬ 
ing year, all by the U.S. Government Printing Office, Washington, D.C. 

STUDY QUESTIONS 

1. What is the difference between relative prices and the price level? 

2. Compare the competitive price with the price arrived at under monopoly. 

3. How are goods and services allocated under the price system? 

4. Is consumer sovereignty absolute? 

5. How are index numbers constructed? 

6. What is meant by “escalator clauses”? 

7. Why have escalator clauses come to be less widely used in recent years? 

8. What are the two different meanings of “deflation”? 

9. Why are w ars usually associated with price upheavals? 
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10. What is the effect of rising prices upon the different groups of the popula¬ 
tion? 

11. What is the difference between demand inflation and cost inflation? 

12. What is the role ascribed to administered prices in the inflationary process? 

13. Are we still living under conditions of inflation? 

14. Does it happen that prices rise under conditions of unemployment, and if so, 
how can this be explained? 

15. What are the views of Professor Weintraub regarding inflation? 

16. During the 1950’s, the Federal Reserve relaxed the legal reserve require¬ 
ments, while interest rates moved upward. Comment on this policy. 

17. What are the advantages and disadvantages of a policy of high interest 
rates? 

18. What are the effects of rising interest rates on bond prices? 

19. In what manner do high interest rates restrain economic growth? 

20. Can inflation be prevented by means of monetary policy? 
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EMPLOYMENT 


Inflation and unemployment are the principal afflictions that threaten 
the stability of modern economic society. The plague of mass unemploy¬ 
ment which persisted during the thirties was relieved during World War II, 
only to he replaced by the unrest which attended the war and postwar boom 
of the forties and the cold war during the fifties. How long the prosperity 
would last, nobody could know for sure. Past experience teaches that boom 
conditions eventually revert into a depression: the higher the crest of the 
wave, the lower may be the impending downfall. Past experience, of course, 
is no infallible guide. If stimulated by appropriate conditions, inflationary 
pressure may persist for decades. Moreover the notion of an inevitable se¬ 
quence of boom and bust was characteristic of a society that considered 
economic fluctuations as substantially beyond the limits of human control. 
Now, after the progress of economic science during the thirties and the 
growing belief, fallacious as it may be, that society is capable of mastering 
its own destiny, the forces of fatalism have somewhat weakened. 

Not so very long ago, in 1933 to be exact, the number of unemployed 
in the United States constituted a staggering 25 per cent of the civilian 
labor force. During the early thirties there was, indeed, hardly any ad¬ 
vanced industrial country where there was not approximately one unem¬ 
ployed for every three or four employed persons. Men who arc out of work 
and cannot find jobs, not only suffer hardships and privations, but find them¬ 
selves m a world where there seems to be no place for them. The system 
of values to which they had been attached, and in which material progress, 
the career, the home, and the security of the family ranked high, begins 
to topple. New and sinister values tend to take its place, to substitute for 
those which have become unattainable. Sustained mass unemployment thus 
creates conditions where every day is a field day for preachers of hatred: 
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hatred against the community or against other countries and races, and 
against individuals and groups in society which mountebanks have caused 
to appear guilty of the unemployed’s plight. Mass unemployment becomes 
the breeding ground of revolutionary movements aiming at subversion of 
the millions, whose interest in the maintenance of the existing social order 
has become negative. 

The problem of unemployment is thus an important problem of modern 
times. Its study cannot safely be postponed until the actual arrival of mass 
unemployment. Once a depression sets in, cumulative forces may have free 
play, making for its persistence and intensification. In the past, it has proved 
true that a fall in employment may occur at rapid speed over a relatively 
short period; while the subsequent recovery proceeded, at best, gradually 
and required long periods of time. The prevention of mass unemployment 
is thus a task that is even more rewarding than its cure. 

The Employment Act of 1946. By passing the Employment Act of 
1946, Congress has gone a step forw ard in placing responsibility for the 
promotion of “maximum employment” on the federal government. The 
principal innovations of this Act arc in the field of policy declaration and 
administrative organization; more complete implementation remains the 
function of Congress and the President. 

Under this legislation the President is instructed to submit to the Con¬ 
gress each January an Economic Report setting forth the levels of employ¬ 
ment and related economic conditions and such programs and proposals as 
the President deems necessary for the attainment of what the Act calls 
maximum employment. This expression was selected in preference to the 
more strongly worded insistence of the original bill on “full” employment, 
on the right of all Americans to employment, and on the government's re¬ 
sponsibility to provide expenditure if full employment cannot otherwise 
be achieved. 

In the preparation of the Report the President is aided bv a Council of 
Economic Advisers created by the Act. The Act also establishes in the Con¬ 
gress a Joint Economic Committee, consisting of eight senators and eight 
representatives, who are to make a continuing study of matters relating to 
the Economic Report. Not later than March 1 of each year the Committee 
files a report containing its findings and recommendations in response to 
those made in the President’s Economic Report. 

The organization of the Council ensures the sustained study of relevant 
economic variables by a body whose perspective is likely to be broader 
than that of the various specialized government departments which are con¬ 
cerned with economic affairs. The President’s Economic Reports have be¬ 
come indispensable materials for the study of current economic problems. 
They contain, besides other pertinent information and analysis, the Nation's 
Economic Budget which was discussed on page 93. The work of the Joint 
Economic Committee, which at times has been headed by Senator Paul 
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Douglas of Illinois, an outstanding economist and former President of the 
American Economic Association, has proved of great value, especial y at 
such times when the Chief Executive and the majority of the Congress be¬ 
longed to different political parties. The Joint Economic Committee of the 
H6th Congress sponsored a far-reaching study of “Employment, Growth, 
and Price Levels,” the most comprehensive investigation of the American 
economy since the memorable work of the Temporary National Economic 
Committee in the late 1930’s. 1 Much of this study deals with problems to 
be discussed in the present chapter. 

UNEMPLOYMENT AND FULL EMPLOYMENT 

Unemployment Defined . The formulation of an acceptable definition 
of unemployment is no easy task. Unless proper care is taken the definition 
is liable to include among the unemployed the millionaire who would be 
w illing to accept a job if the reward were a multiple of the going rate. W hat 
matters in this context is the involuntary character of unemployment. But 
when is unemployment involuntary and when voluntary? It makes little 
sense to characterize as voluntary any sort of unemployed status that could 
he terminated if the unemployed were to reduce the price he asks for his 
labor. Institutional arrangements like minimum w^age laws and collective 
bargaining have much reduced the significance of the individual w age bar¬ 
gain. To the w orker, it seems that outside forces over which he has only 
indirect control set his wages and working conditions, w'hich he must take 
or leave. 

It is also by no means certain that it would be alw ays possible for a given 
number of unemployed persons to find jobs if only they had the power to 
reduce their wages and were willing to do so. For these reasons, unemploy¬ 
ment preferably is defined as a situation in which people are willing to 
accept employment at going wage rates but are unable to obtain it. Their 
situation may be one of partial employment and partial unemployment if 
they w ould w ant to work longer than the actual hours but cannot find such 
employment. 

It goes w ithout saying that workers, to be considered unemployed, must 
be potentially employable; i.e., there must be no obstacle grounded in their 
personal characteristics, such as defective health or overage, which would 
make them ineligible for employment. 

Types of Unemployment . Unemployment may be frictional, seasonal, 
technological, structural, or cyclical. Persons who are on the move from 
one job to the next account for a good deal of the volume of statistical 
“unemployment” in normal times. Unemployment of this type is often re¬ 
ferred to as “frictional.” It generally absorbs 2 to 4 per cent of the civilian 
labor force, or l 1 /, to 3 million people in the United States. 


1 See p. 177 for w list of the Hearings ami Stt/Jv Papers. 
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Seasonal unemployment, which periodically recurs during coraii 
months, prevails primarily in a number of agricultural occupations bu r an 
also be found in manufacturing and construction work. In the shoe indus¬ 
try, for example, seasonal unemployment is created bv the pract of 
salesmen of loading a whole season’s stock upon the wholesalers a me 
beginning of each of the two selling seasons, with the hope of frustrating 
sales of competing manufacturers. 

Technological unemployment, as has been seen, occurs under the influ¬ 
ence of technological advances which cause specific productive processes 
or industries to become obsolete or overloaded with workers. Technologi¬ 
cal unemployment may fall upon “blighted areas” with the subsequent 
emergence of “ghost towns,” or it may hit specific occupations which are 
more widely dispersed geographically. It generally causes a depreciation 
of invested capital as well as of workers’ skill, and the ensuing economic 
decay may extend to other groups catering to those which are directly 
affected. 

Structural unemployment arises as a consequence of structural changes 
in the economies of certain regions or industries. Such changes may occur 
as a result of shifts in demand, or they may be caused by technological ad¬ 
vances, in which case technological and structural unemployment overlap. 
Illustrations of structural unemployment are offered by coal-mining regions 
and by industries adversely affected by changes in defense requirements. 

Cyclical, or depression, unemployment follows upon a boom, or pros¬ 
perity, period. It is generally characterized by a shrinkage of the volume 
of investment that is percentagew ise more severe than that of consumption 
or the national income. It is this type of unemployment which may de¬ 
generate into mass unemployment. 

In addition to the types of unemployment discussed here, use is also 
made of the term “disguised” unemployment. Disguised unemployment, 
however, does not refer to people that are out of jobs but to people that 
are employed in jobs that fail to utilize their full capacity with the result 
that their productivity is a very low one. Examples may be found among 
our own subsistence farmers as w ell as in underdeveloped countries with a 
high ratio of population to land and capital. 

Unemployment Statistics . Since World War II, the Bureau of the 
Census and the Department of Labor have published estimates of the num¬ 
ber of unemployed, based on monthly interview s of a cross-section of the 
population. These data, and estimates for earlier years, are reproduced in 
Table 11. 

The dates presented in this table indicate that even at good times the 
people who arc on the move to new jobs, as well as the seasonally and 
technologically unemployed, account for a volume of statistical unemploy¬ 
ment that may go into the millions. With the growth of population and the 
labor force, the number of such people is bound to increase. For the first 
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TABLE 11 

Estimated Number of Unemployed Persons 14 Years 
and Over, Monthly Average, 1929-59, in Thousands* 


Year Unemployed 

1929 . 1,550 

1930 . 4,340 

1931 . 4,320 

1932 . 12.060 

1933 . 12,830 

1934 . 11,340 

1935 . 10,610 

1936 . 9,030 

1937 . 7,700 

1938 . 10,390 

1939 . 9,480 

1940 . 8,120 

1941 . 5,560 

1942 . 2,660 

1943 . 1,070 

1944 . 670 

1945 . 1,040 

1946 . 2,273 

1047 f. 2,356 

1948 . 2,325 

1949 . 3,682 

1950 . 3,351 

1951 . 2,099 

1952 . 1,932 

1953 . 1,870 

1954 . 3,578 

1955 . 2,904 

1956 . 2,822 

1957 . 2,936 

1958 . 4,681 

1959 . 3,81 3 


* Economic Report of the President , January, I960 (Washington, D.C.: 
U.S. Government Printing Office, 1960), p. 174. 

t Definition revised to include about 200,000 to 300,000 persons 
on layoll or waiting to start new jobs. 


decade of the twentieth century the National Industrial Conference Board 
lists four years with 1 to 2 million unemployed and one year with over 2 
million. From 1910 to 1916, there were two years with 1 to 2 million and 
another two with over 2 million. From 1920 to 1929, 1 to 2 million are 
estimated for two years, 2 to 3 million for another two years, and 4 to 5 
million for one year.- There were thus, during the first three decades of 
the twentieth century, fourteen years with unemployment, in the statistical 
sense of the term, in excess of one million. During the fourth decade, how- 

- National Industrial Conference Board, The Economic Almanac for 1945-46 
(New York, 1945), p. 58. 
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ever, the number of unemployed was only once or twice, depending upon 
the statistics used, below eight millions. 

A fall in unemployment close to the level of the twenties did not occur 
until the country was engulfed in world-wide warfare. Unemployment 
continued to be low during the postwar years, reaching a 3-million mark 
only in 1949 and 1950. During the early 1950’s, wlien the country was 
engaged in the Korean War, it fell again to a level between 1 % and 2 mil¬ 
lion. Early in 1954, however, unemployment figures shot up, and they did 
so again in 1958, only slowly to recede during the following year. In 1958, 
the unemployed constituted 6.8 per cent of the civilian labor force, more 
than in any year since 1941. The problem of unemployment had again be¬ 
come a public concern (see Fig. 26). 

Who are the unemployed? It seems that the brunt of recession unem¬ 
ployment is borne by young workers and by Negroes. Young workers are 
liable to lose their jobs ahead of others because of union seniority rules. 
These rules generally provide that those hired last are to be laid off first. 
Negroes often fail to be protected by seniority rules because they are kept 
out of many unions, and if they have joined them, may have done so only 
lately. As the young are especially exposed to the threat of unemployment, 
the position of heads of families is in general a better one. Being older and 
having a higher seniority, they tend to hold on to their jobs longer. 

Full Employment versus Abolition of Mass Unemployment . While 
there is universal agreement about the undesirability of mass unemploy¬ 
ment, the formulation, in more positive language, of the full-employment 
goal has caused some measure of confusion. To the serious student, this goal 
never implies the complete elimination of seasonal and technological unem¬ 
ployment and of the status of those who are on the move to new jobs. Nor 
was such an interpretation intended by Lord Beveridge, the man who made 
the phrase “full employment” popular. 3 

The plea for full employment is generally presented by those who are 
most deeply impressed by the menace of unemployment and who, there¬ 
fore, do not shy from recommendations of cures that to others may sound 
radical. Those who simply advocate the abolition of mass unemployment 
tend to be more moderate. It is also important that the phrase, “full employ¬ 
ment,” even in its restricted meaning, carries connotations that do not meet 
a universally favorable response. Does it not, so people ask, imply a reor¬ 
ganization of society, a surrender of the whips of greed and need? Under 
full employment, the labor market tends to be a seller’s market. Will this be 
conducive to efficiency and sustain effort? Some will say, “yes,” insisting 
that “the essence of civilization is that men should come to be led more by 
hope and ambition and example and less by fear.” 4 But others will reply 

3 William H. Beveridge, Full Employ went in a Free Society (New York: W. W. 
Norton & Co., 1945), p. 18. 

4 Ibid., p. 198. 
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Employment and Unemployment 


MILLIONS OF PERSONS* 



PERCENT OF CIVILIAN LABOR FORCE 


FIG. 26. The number of young people reaching 18 each year is increasing from 2.6 million in 
1960 to 3.8 million in 1965. Some of them go to college; others are ready to enter the labor 
force. As they find jobs, civilian employment increases, as it did in 1959. Note the decline in 
agricultural employment and the rise in unemployment, which in the late 1950’s exceeded 5 per 
cent of the civilian labor force. From Economic Report of the President, January, 1960, p. 13. 


UNEMPLOYMENT RATE 

(SEASONALLY ADJUSTED) 



1956 1957 1958 1959 


*14 YEARS OF ACE AND OVER. 
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that “collective bargaining with strong unions, price stability, and full 
employment are incompatible. We can have any two of these, but not all 
three. So long as union power is not dampened down by unemployment 
there is no apparent power in the state strong enough to check a parallel 
upward sweep of wages and prices.” 5 Nobody can say whether this state¬ 
ment will hold true under any and all conditions. The experience of the 
recent decades made many throughful people despair of the possibility of 
reconciling full employment with price stability. It may be true, as has been 
suggested, that money wages tend to be stable at a level of unemployment 
that is unacceptable to many—say, at 8 per cent of the labor force, whereas 
at an unemployment level of 5 to 6 per cent prices may rise 2 to 3 per cent 
per year. 0 Apparently we have as yet not forged appropriate institutions 
and policies for the avoidance of both inflation and unemployment. Such 
institutions and polices can only develop on the basis of a theory of employ¬ 
ment that takes all the relevant variables adequately into account. 

THE THEORY OF EMPLOYMENT 

The theory of employment enables us to identify and measure the 
forces that, at a given time, determine the level of employment. To 
formulate such a theory, we must weave together various strands of 
thoughts that have occupied us in preceding chapters. The theory of 
employment is most conveniently expressed in the form of a theory of total 
output or production, although output and employment do not move at 
exactly the same rates. It is generally true, however, that as long as there are 
unutilized resources, the growth of output goes with increasing employ¬ 
ment and the decline in output with a reduction of it. 

The National Output . The various concepts of national output, or 
production, or income, have been defined, in Chapter 5, either as aggregate 
goods and services produced during a period of time or as aggregate receipts 
that accrue during such a period. Both aggregates are equal: the factors of 
production co-operate in the production of total output, and the latter is 
distributed among them in the form of incomes. The identity of output and 
the sum total of the distributive shares would be still more obvious if our 
economy were not characterized by the all-pervading phenomenon of 
exchange. Producers rarely consume what they produce, and consumers 
seldom produce what they consume. Producers exchange goods and serv¬ 
ices for money and use the receipts for the acquisition of goods and services 

5 Charles O. Hardy, Prices , Wages and Employment (Board of Governors of the 
Federal Reserve System, Postwar Economic Studies, No. 4) (Washington, D.C., 1946), 
p. 24. For another critical discussion of the notion of full employment, the reader may 
consult Lionel Robbins, The Economist in the Twentieth Century (New York: St. 
Martin’s Press, 1954), pp. 18-40. 

0 Paul A. Samuelson and Robert M. Solow, “Analytical Aspects of Anti-Inflation 
Policy,” American Economic Review , Vol. L, No. 2 (May, 1960), p. 189. 
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produced by others. But it is neverless true that the value of aggregate net 
production is equal to the value of aggregate rewards going to the produc¬ 
tive factors. 

All production falls into either one of two classes, producer goods and 
consumer goods. And all expenditure is made for either one of two 
purposes, for consumption or investment. Expenditures for consumer goods 
arc equal to the value of consumer goods production; and investment 
expenditure, in turn, is equal to the value of producer goods production. 
The income produced, or total net output of consumer and producer goods, 
is equal to aggregate expenditures for consumption and net investment. 
Everybody’s income is somebody else’s expenditure. 

Total output is thus determined by consumption and investment ex¬ 
penditures. Of the two, consumption expenditure, though much larger, is 
percentagewise the more stable element throughout good and adverse 
times; while investment expenditure tends percentagewise to fluctuate more 
violently, falling rapidly during depression and rising vigorously during 
periods of prosperity. Consumer expenditure follows, more or less closely, 
the movements of income, while the more restless behavior of invest¬ 
ment expenditure demonstrates the autonomous character of investment 
decisions. 

Investment Investment decisions reflect the volume of money and 
credit available to prospective investors, the cost of using money or credit, 
and the prevailing mood of the business community. If there is widespread 
confidence in the profitability of anticipated business ventures, if inven¬ 
tories arc exhausted, if prices rise, investment is stimulated. Much thus 
depends upon expectations of the future course of business. In part the latter 
is determined by the current experiences of businessmen, but important also 
arc future tax policies and such autonomous factors as foreign demand, 
political constellations, and military requirements. 

The Rate of Interest . In the past, considerable emphasis was placed on 
the role of the interest rate as regulator of investment, and it was held that a 
sufficiently low rate would produce adequate stimulation of investment. 
At the present time many economists have become doubtful about the 
validity of this overconfident view. It it true that high interest rates will 
rend to deter investment, because anticipated earnings must be large enough 
to cover interest payments. But low rates of interest, while necessary for the 
encouragement of investment, are in themselves not sufficient. They tend 
to stimulate investment only to the extent to which expectations are fav¬ 
orable enough to make adequate earnings seem plausible. Even if the rate of 
interest would fall to zero, this would promote investment only if antici¬ 
pated earnings are positive. 

In any event the importance of the interest rate is more pronounced in 
certain sectors of the economy than in others. When calculating the effects 
of variations of the interest rate on their business, not all firms have to use 
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equally finely sharpened pencils. Obviously, in such fields as construction, 
transportation, and public utilities, where the life of the investment is 
extremely long, even small variations of the interest rate may require large- 
scale revisions of business plans. It is different in the field of distribution and 
in many branches of manufacturing. Moreover interest, rate variations have 
little or no effect on the accumulation of inventories, on consumer install¬ 
ment credit, and on many speculative activities. Many business concerns 
thus are liable to attach greater importance to the anticipated behavior of 
prices than to the interest rate. 

Savings . How do savings fit into the picture of the national income as 
determined by investment and consumption expenditures? For society 
as a whole the value of savings is equal to the value of investments. Society 
can make savings only in the form of additions to its stock of capital. The 
goods which society does not consume it saves, that is, invests. 

Individuals, however, may save (not consume) part of their incomes 
without investing them. This will generally be the case, because in our 
society saving and investing arc functions normally fulfilled by different 
persons. As discussed elsewhere, intermediary institutions like insurance 
companies have arisen that have done much to relieve individual savers from 
the need to arrange for investments. Current personal savings are, to a 
relatively small extent only, used for the acquisition of equities but instead 
are channeled to institutional investors. From 1955 to 1959, for example, 
financial saving by individuals increased on the average by $14 billion per 
year, whereas individual holdings of corporate securities—equities and 
bonds—increased only by an average of $2 billion per year. Conversely, as 
has been seen (see p. 73), corporations finance the bulk of their new invest¬ 
ment from internal sources—retained earnings resulting from a payout of 
dividends of approximately only 50 per cent of corporate earnings after 
taxes. 

In relation to the level of output and employment, the strategic act is 
the positive act of investing (producing capital goods), not the merely 
negative one of saving (abstaining from consumption). If the rate of invest¬ 
ment increases w hile resources are idle, this leads, via the multiplier, to a 
rise in incomes. Out of the larger incomes, more money is saved till savings 
are lifted to the new level of investment. But if, at a given level of income 
and investment, some individuals increase their savings, this, via a down¬ 
ward multiplier engendered by the reduction of people s expenditures, 
causes a fall in the income of others enough to make savings shrink so that 
in the aggregate they are again equated with investment. For society as a 
whole, there can be no saving without investment and no investment with¬ 
out saving. But while the attempt to lift investment automatically pulls up 
savings, the attempt to lift saving is abortive unless investment is raised at the 
same rate. 

Income and Employment. We are now in the position to define more 
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sharply the relation between income and employment. Depression unem¬ 
ployment is the outcome of a reducton of investment and/or consumption 
below the level required for the maintenance of full employment. Alass 
unemployment, such as existed during the thirties, was characterized by a 
fall of consumption, in real terms, by about 20 per cent and a decline in net 
investment amounting to over 100 per cent in some years. During the Great 
Depression, there occurred not only a cessation of new investment but there 
was real disinvestment, or capital consumption, due to depletion of inven¬ 
tories and inadequate provisions for the maintenance of the existing stock of 
capital. During the relatively light postwar recessions the decline of invest¬ 
ment was considerably less abrupt, while consumption declined barely at 
all (see p. 114). 

THE PREVENTION AND CURE OF UNEMPLOYMENT 

In the light of the preceding analysis, it seems obvious that policies 
designed to maintain or achieve full employment must aim at the stimula¬ 
tion of the rate of investment and/or the rate of consumption. While such 
measures will relieve in the first line cyclical, or depression, unemployment, 
they also will go a long way in keeping other types of unempoyment down. 
If the demand for labor is brisk, few will suffer from seasonal or technologi¬ 
cal unemployment. The utilization of available employment opportunities 
is further facilitated by measures designed to improve the mobility of labor. 
This may be accomplished by means of employment services and training 
facilities. 

Full-employment policies may be distinguished in accordance with the 
private or public character of the agency that is responsible for them. 
Annual wage plans and supplemental unemployment benefits, for example, 
are sponsored by private business firms, while unemployment relief is 
granted by the government. They may further be distinguished with 
respect to the group of persons which is primarily affected by them. 
Unemployment insurance and public assistance, for example, are provided 
directly for the unemployed; the purchasing pow er with w hich they arc 
equipped will then be diffused throughout the economy. On the other hand, 
fical and monetary policies operate on a very general level; they affect only 
incidentally or indirectly those who already are out of a job or are threat¬ 
ened by its loss. 

Annual Wage Plans . In industries which are subject to seasonal fluc¬ 
tuations of employment, the burden of maintaining w orkers during slack 
periods is often transferred to the community at large. Stabilizaton of wage 
payments to ensure earnings throughout the year is highly desirable. Annual 
wage plans are designed to bring about such stability. 

Annual w'ages are paid by a number of pioneering enterprises. The 
security provided by the arrangement is likely to reduce labor turnover and 
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thereby stimulates productivity. Regularization of production may also 
result in economies in the use of capital and other cost reductions. Annu d 
wage plans were first introduced by employers after Wond War I. Win e 
at that time the response of organized labor to them was lacking n 
enthusiasm, more recently they have come to be widely supported b ■ lab. , 
leaders and trade-unions. 

The three annual wage plans that are best known are thos«. of the 
Hormel meat-packing concern, the Procter & Gamble soap producers, and 
the Nunn-Bush Shoe Company. Under the Hormel plan, every worker is 
assured fifty-two paychecks per year; their content, however, may well 
vary, depending, as it does, on the number of working hours per week. 
Under this arrangement the worker foregoes the time and one half overtime 
pay generally provided by federal legislation. 

Where annual wages are agreed upon in free collective bargaining, the 
presumption is justified that they are helpful to workers and the enterprise. 
The conditions that surround each business arc so diverse, however, that the 
general introduction of annual wages would be unwarranted. In lines of 
business that are not suited for the arrangement, fixed charges would be 
unduly increased, and investment might be discouraged. Moreover, annual 
wage plans are unsuited for declining industries, since they might obstruct 
the movement of workers into more highly productive employments 
elsewhere. There are doubts, also, about their suitability for industries 
characterized by large technological changes. 

The annual wage plan is no over-all cure of adverse business fluctua- 
toins. During periods of depression when the volume of business shrinks, 
annual wage payments do not reflect maintenance or expansion of employ¬ 
ment; they would do this only if they were financed out of business savings 
or government contributions. In practice, no firm will pay out an amount of 
annual wages in excess of that warranted by prevailing business conditions. 
In consequence, there is only little stimulation of aggregate consumption 
by means of annual wages during a depression; there might actually be 
an unfavorable influence on investments should annual wage commitments 
be imposed upon businesses for which they are not suited. 

Supplemental Unemployment Benefits. These and similar objections 
to the spread of annual wage plans were overcome in part at least by the 
development of a new device to stabilize labor income, known as supple¬ 
mental unemployment benefits or SUB. 7 The supplemental unemployment 
benefit plans arc the modern form of the annual wage. They w ere developed 
in 1955 by the United Automobile Workers and five years later covered 
well over two million workers in the automobile, steel, aluminum, rubber, 
agricultural equipment, can, and other industries. 


7 “Supplemental Unemployment Benefits,” AFL-CIO, Collective Bargaining Re¬ 
port , Vol. Ill, No. 12 (December, 1958), pp. 73 flf. 
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The plans provide for employer contributions—of usually 5 cents per 
hour—which are paid into a fund designed to supplement an unemployed 
worker’s unemployment compensation benefits—which are paid by the 
states (see p. 194)—up to, say, 65 per cent of his take-home pay. To be 
eligible for supplemental benefits, a worker usually must qualify for unem¬ 
ployment compensation. The maximum supplemental benefit is $25-30 a 
week. The duration of the supplemental benefit payments depends upon 
the number of “credits” the worker has accumulated, the amount of 
money in the fund, and his seniority. Usually the duration is limited to 39 
or 52 weeks. 

When these plans were introduced, the question arose whether the 
state authorities in charge of unemployment compensation would consider 
a worker who receives supplemental compensation as “unemployed” and 
eligible for unemployment compensation. In the large majority of the 
states this question has been decided in the affirmative. 

Supplemental unemployment benefit plans had their first substantial 
test during the recession of 1958, when they proved their worth to em¬ 
ployees, employers, and many local communities. Only in a few cases, and 
especially when the plan was only recently initiated, did the funds prove 
insufficient to meet the heavy drain to which they were exposed during 
the recession. In these cases benefit amounts or their duration had to be cut 
back in accordance with prearranged schedules. 

The accumulation of the funds during periods of prosperity and their 
distribution during recessions aid in dampening the boom and in increasing 
consumption during periods of adversity. Moreover, the plans provide an 
incentive to management to stabilize and regularize employment. This is so 
because employer contributions to the funds come to a stop when the 
amount in the funds reaches a certain maximum. Hence, some employers 
revised their w r ork schedules to minimize the number of layoffs lest the 
funds be depleted by benefit payments. 

As presently available, the supplemental unemployment benefit plans, 
useful as they are, give financial support to only a relatively small number 
of employees of large, financially strong concerns. 

Improving the Mobility of Labor. All types of unemployment will 
tend to be relieved by provisions designed to stimulate the mobility of 
labor and make it aware of available job opportunities. It goes w ithout say¬ 
ing, how ever, that severe cyclical unemployment cannot be prevented or 
eliminated in this way and that the wholesome effects of these arrange¬ 
ments are more noticeable in the case of seasonal and technological 
unemployment. 

Public employment offices had been maintained by a few municipali¬ 
ties as early as during the nineteenth century. Gradually, a number of 
states had begun to operate employment services wdien in 1918 the special 
conditions of the time led to the formation of a national organization, the 
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United States Employment Service. After the end of the war period, t! s 
agency was again overshadowed by the activities of state organizations. Ur 
during the Great Depression, unemployment became a national probl :j 
just as the labor shortage had been during the war. The federal service a as 
then greatly expanded and its functions reorganized. Under the Wagner- 
Peyser Act of 1933, federal grants-in-aid were authorized to state employ¬ 
ment services, provided they affiliated with the United States Employment 
Service and measured up to certain administrative standards. This is, in 
substance, the organization of the employment ser ice today, after a war¬ 
time interlude of federalization of the state employment services. The local 
offices of the service keep themselves informed about employment oppor¬ 
tunities in the locality and elsewhere. Unemployed persons register with 
them, and prospective employers apply to them when they are in need of 
additional workers. In an average year, the service fills over 14 million job 
openings, the bulk in agriculture and 5 to 6 million in nonagricultural fields 
of employment. 

Providing Training Facilities. Unemployment is also checked by ade¬ 
quate facilities for training and retraining. Although all types of unemploy¬ 
ment will be affected by such arrangements, the principal effect will be on 
technological unemployment. If workers are given the opportunity of 
acquiring new skills, they will not persist in an attachment to declining 
industries. 

Public activities designed to provide retraining were promoted on a 
large scale during World War II, when the conversion to wartime produc¬ 
tion required the acquisition of many new skills on the part of the workers. 
It is doubtful whether private initiative alone can provide for adequate 
training and retraining. Firms generally are inclined to avoid disbursements 
from w hich a return can only be expected with a low degree of certainty. 
Benefits from expenditure for training may not always accrue to the con¬ 
cern which incurred it; because workers, after having been trained, are at 
liberty to seek employment with other concerns. These will then derive 
benefits from the disbursements made by the former employers. 

Considerations of this sort may have a restraining effect on a firm’s 
willingness to make elaborate provisions for training. Attitudes, however, 
vary, depending upon the level of business activity. During boom times, 
when labor is scarce, training facilities must be provided exactly because 
turnover then is especially pronounced. But during periods of slack, w hen 
voluntary turnover is low, there is less incentive to provide such facilities, 
although from the point of view of the workers, they may then be most 
badly needed. 

Public training facilities are furnished nearly exclusively tc veterans 
only. Apart from these, adult persons must rely on such opportunities as 
are provided in the vocational schools of the municipalities. In some states, 
there arc also apprentice training programs in conjunction with vocational 
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education, a type of work first developed in Wisconsin. The United States 
Department of Labor assists these states in the formation of standards of 
apprenticeship, the development of apprenticeship indenture contracts, and 
the supervision of the training received by the indentured apprentices. 

Unemployment Compensation . If unemployment persists long enough 
to cause the financial destitution of the people concerned, these then become 
a charge on the local relief agencies. However, during protracted periods 
of severe depressions the basis of these agencies’ revenues proves too narrow 
to enable them to provide adequate relief. Unemployment compensation 
was thus conceived as a stop-gap that would delay the full impact of 
unemployment upon local finances. But this is not the only function of 
unemployment compensation. As the compensation benefits, when spent 
bv the unemployed, become income of other persons, some degree of 
stimulation is in this way felt throughout the whole economy. This pre¬ 
supposes that the funds paid out as benefits are not raised by current taxes 
or contributions. Deficient demand is thus lifted, and fuller employment 
encouraged. As will be seen later, some authorities postulated still another 
function of unemployment compensation: by modifying the compensation 
system in certain respects, it was intended to serve as incentive to individual 
employers to provide stable employment. Unemployment compensation is 
sometimes referred to as unemployment insurance. The use of the term 
“insurance” is not entirely appropriate, however, because unemployment 
is not an insurable risk. 

Unemployment compensation was introduced first in Wisconsin in 
1932. In subsequent years the passage of unemployment insurance legisla¬ 
tion was stimulated in all states by the Social Security Act of 1935. This Act 
imposed on employers a tax of 3 per cent of the payroll. State legislation 
was encouraged by granting employers paying an unemployment compen¬ 
sation tax to a state the right to offset the state tax against the federal tax up 
to 90 per cent of the latter. The states generally adopted a tax rate of 2.7 
per cent, leaving an effective federal tax rate of 0.3 per cent. A further 
incentive to state legislation was provided by the assumption, on the part 
of the nation, of the administrative expenses incurred by the operation of 
the state compensation systems. State legislation and administration must 
measure up to certain standards defined in the Social Security Act if these 
benefits are claimed. 

I he offset provisions were later amended, making possible the gradual 
reduction of state tax rates—to an average of about 1 per cent in the late 
1 950’s—'While the federal tax rate of 0.3 per cent was retained. As the yield 
of the federal tax barely sufficed to cover federal disbursements in aid of 
state systems, it was raised to 0.4 per cent in 1960. 

By providing for a uniform, nation-wide tax on payrolls, the federal 
legislator intended to remove the principal obstacle which in earlier times 
had discouraged all but one state from adopting unemployment compensa- 
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tion legislation. This obstacle was the comparative disadvantage at which 
business would find itself in a state where it had to incur expenses for 
unemployment compensation which would not burden business in ocher 
states. 

The coverage of unemployment compensation has been gn-. a illy 
extended and now includes, together with special programs for railroad 
workers and federal employees, more than four fifths of nonagricultural 
wage and salary workers. Still excluded are workers in small firms with less 
than four employees as well as those employed b\ nonprofit organizations 
and certain federal instrumentalities. The extension of the system to cover 
these people is probably only a question of time; such an extension was 
recommended, for example, in the President’s Economic Report of January, 
1960. Originally, the coverage was much more restricted owing to ad¬ 
ministrative difficulties that the wider coverage of an untried system would 
create. With the passage of time and the growth of experience with social 
insurance, more and more groups were included, leaving only a few 7 outside 
of the system. A very important gap which continues to exist is the exclu¬ 
sion of agricultural workers. Because of the irregular character of their 
employment, which often is limited in time and involves a number of 
different employers, it has for long been considered unsuited for unemploy¬ 
ment compensation. However, unemployment compensation for agricul¬ 
tural workers is provided in the state of Haw aii, and its initiation is under 
study in other states and by the federal government. 

The number of people receiving benefit payments, varying, as it does, 
with the level of employment, fluctuates considerably. From 1955 to 1957, 
there were 4J4 to 5 V. million such people per year; in the recession year of 
1958, their number went up to close to 8 million. Average weekly benefit 
payments were approximately $30 in 1960, about three times as much as 
twenty years earlier. These benefits arc paid out of separate reserve funds 
maintained for each of the states. During the war boom of the early 1940’s 
the income of the funds was considerably larger than the benefit payments; 
in the later 1940’s and 1950’s payments exceeded income, expect for two 
years, and during the recession years of 1949, 1954, and 1958 they were 
two to three times larger than income. Some $7 billion had been accumu¬ 
lated in the funds by 1960. The reserve funds are adequate in the aggregate, 
but this is not true of each fund for each state. In some of them the rising 
amount of benefit payments made during the 1958 recession exposed the 
funds to such a drain that the federal government had to come to their 
assistance with a loan program going into several $100 million. 

Unemployment compensation benefits are claimed as a matter of right; 
the beneficiary must not undergo a means test designed to ascertain his 
need. While the unemployed, to be eligible to receive benefit payments, 
must be able and willing to accept employment, the federal legislator insists 
that benefits cannot be denied if the available job is unsuited for the follow- 
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ing reasons: (1) the position is open because of a labor dispute; (2) work¬ 
ing conditions of the vacant position are substantially below standards; (3) 
acceptance of the job would require joining a company union or resigning 
from, or refraining from joining, a genuine labor union. 

Other important matters are determined by state legislation, especially 
the amount of weekly benefit payments, their duration, and the preceding 
period of waiting. Weekly benefits are a fraction of past wages. When the 
system was established, the aim was to make benefit payments equal to at 
least 50 per cent of wages. This goal has been frequently restated in the 
Economic Reports of the President during the 1950’s, when the average 
of such payments was closer to 30 than to 50 per cent. The states have 
responded to these recommendations only haltingly, although some prog¬ 
ress was noticeable by 1960. At that time, fourteen states—compared with 
seven in 1957—provided for weekly benefit payments up to 50 per cent or 
more of average weekly wages. Almost one quarter of all insured workers 
reside in these states. Weekly benefits were then $40 or more in one third 
of the states, comprising almost one half of all insured workers in the 
country. 

There is a waiting period of usually one week. As to the duration of 
benefit payments, the goal, as set forth in the President’s Economic Reports 
of the 1950’s, is one of 26 weeks. This is the standard, as of 1960, only in 
seven states, although some 37 states—compared with 25 in 1957—allow a 
maximum of 26 or more weeks. Actual duration is much below the the¬ 
oretical maximum. 

L he great majority of all states withhold benefits from employees who 
arc on strike. Some do the same with respect to nonstrikers who are laid 
off on account of a strike. In most states, benefits are curtailed, postponed, 
or denied if the unemployed has left his job voluntarily without good cause 
or is discharged for misconduct. 

Merit, or experience, rating is a form of incentive taxation originally 
designed to encourage the individual employer to provide stable employ¬ 
ment. As a rule the state compensation system works with individual reserve 
accounts for each employer. Current tax rates then reflect the size of his 
reserve. I he tax rates thus may vary widely not only between different 
states bur also between different employers of the same state. A number of 
states have provisions for above-standard rates in excess of 2.7 per cent. 
Rhode Island, with large numbers of unemployed, has for years collected 
the full 2.7 per cent; in other states, tax rates have been as low as 0.5 per 
cent. Within a state, the tax rate may be zero for some employers and 
positive for others. Usually the levy is on the first $3,000 of wages. 

Although all states have introduced merit rating in one form or other, 
this modification has proved of dubious value. Merit rating has brought 
about the substantial reduction of state tax rates—from an average of 2.7 in 
the late 1930’s to an average of 1.3 per cent in the 1950’s. This has been the 
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result not so much of the desire of inspired employers to regularize employ¬ 
ment but of the high level of economic activity, combined with little or no 
unemployment during the 1940’s, and of inadequate benefits during the 
1950’s. The individual employer’s ability to stabilize employment in the face 
of a recession is extremely limited. Moreover, merit rating discriminates 
against indutries that are subject to fluctuating demand for their products. 
It may discourage expansion when employers are doubtful about the 
enduring character of the additional employment they would want to 
provide. It tends to impose relatively heavy burdens on employers in bad 
times, w hile it relaxes them during periods of prosperity. It has given rise 
to hiring practices designed to reduce tax rates by not employing compen¬ 
sable workers and has imposed suffering on unemployed workers whose 
compensation claims were resisted by employers eager to keep high 
reserves. 

The main argument in favor of merit rating has shifted from stabili¬ 
zation of employment to encouraging employer interest and policing. 
Kmployers, it is said, whose own pocketbook is directly affected will 
do their best to prevent unjustified compensation claims. Merit rating, 
however, has brought many inequities and has provided an inducement 
to employers to resist the liberalization of benefits w'hich would be liable 
to raise the low average tax rate. For this reason, it has become an important 
political issue between employers and unions in the legislatures of a number 
of states. 

The variations of the tax rates charged in the different states have given 
those with low rates a competitive advantage in attracting industry, and 
this has further strengthened the argument of those opposed to the liberali¬ 
zation of benefits. It seems, however, that the experience during the reces¬ 
sion of 1958 has impressed people with the great advantages which a 
community w r ill derive from the maintenance of an adequate fraction of 
the buying power of its citizens in the face of economic adversity. As has 
been seen, benefits w ere liberalized in a number of states during the years 
which followed upon this recession. 

The preceding discussion of the unemployment compensation system 
has brought out the issues most prominent in current debates. They include 
merit rating, extension of coverage and duration, adequacy of benefits as 
well as the fundamental structure of the system. 

Legislation was introduced in Congress in 1959 to require the states to 
comply with federal standards relating mainly to improved benefits and 
longer duration of the benefits, but this legislation failed to pass. 

As it stands now', the most dubious part of the system is the limited 
duration of the benefits which it provides. Indeed, during the recession of 
1958, the Congress enacted a temporary program of federal aid under 
w'hich funds were made available to the states to enable them to continue 
payments for half again as long a period as established under the state law. 
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In other words, where a state law allows benefit payments for 25 weeks, 
these would be supplemented by another 12% weeks. 

This innovation, temporary as it was, brought into sharper relief the 
peculiar division which at present separates unemployment compensation 
from relief. Obviously, in a severe recession with protracted mass unem¬ 
ployment the duration of unemployment compensation benefits, as they are 
provided under existing legislation, is entirely inadequate to carry the 
worker over the period of hard times. Moreover, in a severe recession the 
systems of many states would prove unable to maintain solvency without 
drastic increases in taxation at a time when such increases are least called 
for. 

In view of these contingencies it is not surprising that many students of 
unemployment compensation admit that the problem which unemployment 
compensation aims to relieve is a national one, and that it cannot adequately 
be resolved without the federal government assuming greater financial 
responsibility, with the states possibly retaining the administration of the 
program. 

Some would go farther still and replace the dual system of unemploy¬ 
ment compensation and relief by an integrated system of compensation 
that provides benefits for the whole period of unemployment. 8 Reorganiza¬ 
tion along this line would no longer expose the unemployed to a reduction 
of income once the compensation period is terminated and that of relief 
begins. By the same token, demand would be stimulated more effectively; 
and the benefits from this would be diffused through the whole 
economy. Moreover, the elimination of the unemployed from the local 
relief rolls would shift the burden of their maintenance from local authori¬ 
ties to governments with broader sources of revenue. The incidence of the 
relief burden on local and state governments is apt to conflict wfith the aims 
of fiscal policy in times of depression. They place much reliance on 
proportional or regressive taxes, and their ability to use deficit finance is 
limited. 

Indeed, it is exactly w hen unemployment becomes prolonged and the 
recession more severe that liberal unemployment compensation benefits 
will be most advantageous to society by strengthening over-all demand and 
purchasing power. For this reason it has been proposed to make benefit 
payments flexible, raising them as unemployment increases and lowering 
them as it declines, with no limit placed on their duration in times of high 
unemployment. 9 Although this idea is eminently sound, it is too new 7 to 

• s Sec Walter A. Morton, “Unemployment Compensation in Wisconsin,” Social 
Service Review, Vol. XX, No. 3 (September, 1936), pp. 333-44, and, by the same 
author, “Two Views of Unemployment Compensation,” ibid., Vol. XXXI, No. 2 (June, 
1947), pp. 219-26. Additional references, especially to critiques of the scheme, are 
supplied in these articles. 

s> Sec John K. Galbraith, The Affluent Society (Boston: Houghton Mifflin Co 
1958), pp. 292 ff. 
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hope for its early adoption as a measure of high preventive value. It falls in 
line, however, with legislation passed by six states in 1959. While these 
laws fail to provide for flexible payments or indefinite extension of benefits, 
they automatically extend the duration of benefits for a period from eight 
to thirteen weeks if unemployment rises above a certain level—usually 6 
per cent. 

Unemployment Relief and Public Works . In the absence of a reorgan¬ 
ization as sketched in the preceding paragraph, the terminaton of unem¬ 
ployment compensation is in cases of prolonged unemployment followed 
by an increase in relief payments. “General assistance” of this type is 
ordinarily not supported by federal grants-in-aid, although these become 
indispensable if a severe depression occurs. During the mild postwar 
recessions, the number of people on the relief rolls increased from 398,000 
in 1948 to 562,000 in 1949, from 270,000 in 1953 to 351,000 in 1954, and 
from 345,000 in 1957 to 434,000 in 1958. Apparently people were equipped 
with larger reserves than they had been during the 1930’s when V/ 2 million 
w ere on the relief rolls. 

During the Great Depresson, relief w ; as provided in the form of home 
or work relief. The provision of home relief is a local function whose 
fulfillment soon exhausted local finances to a degree requiring state and 
federal aid. Since there are rather narrow limits of the capacity of the 
lower political subdivisions to incur debts, local relief was primarily 
financed from tax revenues. Reliance on severe taxation, especially of the 
type available to the states and localities, is liable further to reduce private 
expenditures and thus to deepen the depression. 

Work relief was financed on a large scale by the federal government, 
which sponsored a great variety of projects. The law' required that they 
be useful, but it also prohibited projects that would compete with private 
industry. While the character of relief projects was restricted in this 
manner, there w as considerable criticism of the apparent w astefulness of 
some projects. Officials in charge of the program were accused of pro¬ 
moting “boondoggling” and “leaf raking.” However justified these com¬ 
plaints may have been, it is nevertheless true that in times of depression 
useless public works arc preferable to no public works. This is so because 
useful and useless projects alike, by promoting additional expenditures of 
the new ly employed, increase, via the multiplier, the incomes and expendi¬ 
tures of others. As has been noted on page 122 the total increase in employ¬ 
ment and income induced by additional investment is in excess of the 
increase in income and employment represented by the additional invest¬ 
ment itself, regardless of the specific content of the latter. 

As the proper timing of public works is of considerable importance, 
adequate preparations well ahead of the onset of the depression are called 
for. These will include inventories of suitable projects—highways, schools, 
hospitals, water and sewerage facilities, construction projects of federal 
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agencies, and the like. A public works inventory was indeed prepared some 
years ago in anticipation of an eventual recession. Another problem is the 
proper synchronization of public works sponsored by the local and state 
authorities. These generally tend to sponsor public projects during pros¬ 
perous times when tax receipts are high and thus add fuel to the forces 
of inflation. During periods of adverse business conditions, on the other 
hand, they are inclined to economize. 

Automatic Stabilizers . There are a number of so-called “built-in,” or 
“automatic,” stabilizers operating in our economy which in the case of a 
recession are likely to cushion the fall in income and employment. They 
do this by reducing the amount of money taken out of the income stream 
or by adding to the amount going into it. Foremost among these automatic 
stabilizers is the progressive income tax, which by its very nature takes a 
higher proportion from a large national income and a lesser from a small 
one. Another stabilizer is the payroll tax from which old-age and survivors 
insurance is financed (sec p. 281 ). With declining employment there is a 
corresponding reduction of this levy. Supplemental unemployment bene¬ 
fits and unemployment compensation benefits are other stabilizers: they 
add to income when employment falls. In the case of unemployment com¬ 
pensation benefits, their stabilizing effects may, however, be canceled and 
turned into their opposite if under merit rating there is an increase in 
payroll tax rates as unemployment progressives. 

Fiscal and Monetary Policies. When unemployment threatens, these 
automatic stabilizers will be supplemented by fiscal and monetary policies 
aiming at stimulating the rates of consumption and saving. An increase in 
the personal exemption from the income tax or a reduction of the tax rate 
will stimulate consumption. The threat of unemployment calls for elastic 
tax policies; and the tax rates in a given tax system, once unemployment 
occurs, become by virtue of this fact excessive: taxation absorbs from the 
stream of expenditures money which, if otherwise disbursed, would in¬ 
crease incomes and make employment approach more fully the level of 
capacity. 

Investment may likewise be stimulated by tax incentives, making it 
more advantageous to sink money into capital. Low-interest policies, 
although they in themselves do not suffice for the stimulation of investment, 
must be maintained or strengthened. To the extent to which this is possible 
the confidence of the business community in the future course of economic 
affairs must be revived; and the cumulative downward push of the move¬ 
ment, cushioned. The maintenance of confidence may be no easy matter, 
because some of the public policies applied during a depression tend to be 
regarded by businessmen as destructive of free enterprise and harmful to 
the development of private initiative. This applies with special force to 
the increase in public expenditures, absolutely and relative to taxes, recom¬ 
mended during depressions. The opportunities for such expenditures arc 
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particularly impressive in the fields of education and health care, purposes 
whose nature seems to suggest that increased public spending should not 
interfere with the legitimate interests of business. Similar opportunities are 
available in the form of river development schemes, urban improvements, 
airports, and the like. Finally, when resources are idle the case which can 
be made for public housing projects for low-income groups is greatly 
strengthened. 

Fiscal policy, that is, the manipulation of public revenues and expendi¬ 
tures with the aim of affecting the national income, may proceed with the 
help of a tax reduction or of an increase in public expenditures for goods 
and services. If the starting point is a balanced budget, a tax reduction will 
require a larger deficit than do increased government purchases to bring 
about a given increase in the national income. That is, a dollar’s worth of 
tax reduction is less potent an instrument of expansion than is an extra 
dollar of government purchases. This is so because a reduction of taxes 
initially only increases the disposable income, not the national income, 
while the induced effects on consumption are the same in both cases. For 
example, if the desired increase in the national income is $45 billion, and if 
the multiplier is 3, an increase in government purchases amounting to $15 
billion will produce the desired effect. The initial spending raises income by 
$15 billion, which is followed by induced spending on consumer goods 
amounting to $30 billion. 10 

In the case of a tax reduction there is no such initial spending. That is, 
if the tax reduction would be one of $15 billion, income would increase by 
$30 billion. To raise the national income by $45 billion, the tax reduction 
would have to amount to $22.5 billion. (A similar mechanism would operate 
if the government docs not increase its purchases of goods and services but 
its transfers. Again, these affect initially only the disposable income.) 

It may be argued, however, that deficit spending is unnecessary, because 
its function of generating employment and income can also be fulfilled by 
government expenditures that arc financed from taxes. This is true, but to 
bring about a given increase in the national income by means of tax- 
financed spending requires a much larger expenditure than is needed under 
deficit financing. In the above example, both taxes and government pur¬ 
chases would have to increase by $45 billion to raise income by the same 
amount. The increase in government purchases would raise income by $135 
billion, that in taxes would cause it to fall by $90 billion, leaving a net 
increase in income of $45 billion. This is so because a dollar’s worth of 
additional government purchases causes income to go up by a larger 
amount than the one by which it declines as a result of an additional $1 of 
taxes. 


10 The argument is developed in detail in Henry W. Spiegel, Introduction to 
Economics (Philadelphia: Blakiston Co., 1949), pp. 215 If. 
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It has also been pointed out that under certain conditions an increase in 
public expenditures may be self-financing. This would be the case, for 
example, if the multiplier were 3 and if tax yields increase by one third of 
an increase in the national income. Under such conditions, an increase in 
public expenditures of $1 billion would lift income by $3 billion; and of 
this amount one third, or $1 billion, would be returned to the Treasury. 11 

There arc three problems common to fiscal and monetary polices: that 
of time, of size, and of place of application. Proper timing, as has been 
pointed out, is of the essence; once the downward movement has assumed 
momentum, a much greater effort is required to stem it. Proper timing 
thus calls for flexibility of economic policy not easily obtainable without 
special administrative measures. Measures, however, that reflect a careful 
watch of the tides of economic change, must also strike the balance 
between too small a dose and too large a one. Too much of a good thing is 
just as undcrsirable as too little. Policies that go too far will create expan¬ 
sion as well as unwelcome inflation; policies that arc not vigorous enough 
will have little effect in curing unemployment, in a sense the expansionary 
policy of the thirties was a failure, because at the end of the period the 
number of unemployed was still in excess of eight millions. Many will feel, 
however, that in the absence of such a policy their number would have 
been larger still. The difficulty, then, is to state exactly how vigorous fiscal 
and monetary policy must be to bring about the desired objective. This 
problem is well recognized in the current economic discussion. Greater 
emphasis on quantitative research and operational thinking will, it is hoped, 
bring us closer to its solution. ’ r 

1 he third problem, that of the place of application of fiscal policy, 
arises from the fact that the remedies proposed in this section are general,' 
while the symptoms of the disease are first noticeable in specific sectors of 
the economy wherefrom they spread during subsequent periods. Early 
distress may be localized in coal mining or in the textile industry for 
example, boosting unemployment figures. If then a public works program 
is started, this will benefit, in the first line, businesses and workers in the 
building trades. Considerable time may pass until the effects of the program 
begin to be diffused throughout the economy, and the effects upon those 
whose plight occasioned the program may be inadequate. Being designed 
to lift the general level of demand, fiscal'and monetary policies may fail 
to improve the relative position of declining investment goods industries 
and of the demand of consumers attached to them. 12 

Area ^development. In view of this inadequacy of over-all fiscal and 
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monetary policies the idea has gained ground in recent years that these 
policies should be supplemented by measures that would directly affect 
specific regions and localities suffering from chronic distress. The Depart¬ 
ment of Labor has identified thirty major districts and over a hunurcc 
smaller ones as areas of “substantial labor surplus.” In about a half of these 
the depression is a chronic one, with unemployment rates well above the 
national average. Most of the distressed areas are in the old industrial 
regions of the Northeast, and the principal industries affected are coal min¬ 
ing and textiles. 

President Liscnhower urged the Congress for five consecutive years in 
the late 1950’s to pass legislation that would grant special assistance to such 
regions. However, the two area assistance bills enacted by the Congress in 
1958 and 1960 were both vetoed by the President as not measuring up to 
his recommendations. The 1958 bill authorized loans and grants amounting 
to $390 million; that of 1960 was more modest and required an outlay of 
$251 million. The second bill included for consideration the regions of rural 
poverty south and west of the Appalachians. The President himself favored 
a more limited program, amounting to $53 million, which would have 
placed greater reliance on state and local funds. 

Area redevelopment schemes aim at attracting new industries to dis¬ 
tressed regions. They operate with the help of long-term loans and grants 
for public improvements, new establishments, the retraining of workers, 
and technical assistance. On a state and city-wide basis, similar schemes, 
though much smaller in scope, have been in existence for a number of years 
in the New England states, in Pennsylvania, and in the South, and have pro¬ 
duced good results. The state of Pennsylvania, for example, has tried to at¬ 
tract new industries to the coal-mining regions and other distress areas by 
promising 100 per cent financing for new plants. Twenty per cent of the 
cost of a new plant is subscribed by local nonprofit community-sponsored 
builder-owner corporations, 30 per cent by the Industrial Development 
Authority of the state in the form of a second-mortgage loan, and 50 per 
cent by banks, insurance companies, and similar lenders in the form of a first 
mortgage. Interest is as low as 2 per cent up to one half of the total plant 
cost. 


SUMMARY 

Congress, by passing the Employment Act of 1946, has affirmed the 
responsibility of the federal government for the provision of “maximum 
employement.” Cyclical or depression unemployment, a scourge of eco¬ 
nomically advanced countries, differs from seasonal and technological 
unemployment. Unemployment prevails when employable persons are 
willing to accept jobs at the going wage rate but are unable to obtain them. 
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While there is universal agreement about the desirability of avoiding mass 
unemployment, the positive goal of “full employment” is not endorsed as 
generally. 

The level of employment is determined by aggregate expenditures for 
investment and consumption. The prevention and cure of unemployment 
thus requires stimulation of consumption and/or investment. All types of 
unemployment are relieved by facilities designed to improve the mobility 
of labor by means of employment services. The provision of training facili¬ 
ties is especially helpful in the case of technological unemployment. 

Unemployed persons who have worked in covered employments 
receive unemployment compensation benefits for a period up to 26 weeks. 
If unemployment persists after this time has expired, they receive home 
relief or may find jobs on public works projects. When mass unemploy¬ 
ment threatens, fiscal and monetary policies will aim at stimulating the 
over-all level of demand. They may be supplemented by area i*edevclop- 
ment programs which affect the distressed regions directly. 
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STUDY QUESTIONS 

1. How many were unemployed during the Great Depression? 

2. How many are now unemployed (consult Monthly Labor Review)} 

3. If you look for a summer job which pays $20 an hour, and cannot find one, 
are you unemployed? 

4. What is the practical importance of the definition of unemployment? 

5. What types of unemployment do you know? 

6. How many people are among the frictionally unemployed? 

7. Can annual wage plans provide a complete cure of unemployment? 

8. What type of unemployment can best be prevented by annual wage plans? 

9. How are supplementary unemployment benefits financed? 

10. What is the relationship between full employment and economic growth? 

11. What does labor mobility have to do with the prevention of unemployment? 

12. Why might a private business enterprise be reluctant to provide training 
facilities? 

13. How was the establishment of unemployment compensation systems by the 
states encouraged by federal legislation? 

14. Why is unemployment not an insurable risk? 

15. Is it desirable to have the states levy different rates of payroll taxes for 
unemployment compensation? 

16. What is meant by merit, or experience, rating? 

17. Why does a given increase in government purchases of goods and services 
go farther in stimulating employment than a tax reduction in the same 
amount? 

18. Why may pockets of unemployment persist in the face of a program of 
public works? 

19. What goal of public policy is stated in the Employment Act of 1946? 

20. How is this goal to be implemented? 
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ORGANIZED LABOR 


With more than 40 per cent of all American employees working in 
enterprises having five hundred or more hired people, the relationship 
between employer and employee has all but lost the personal character 
it had in the past. Paternalism has become obsolete, and with it there 
has disappeared that job security and certainty of status which the personal 
bond seemed to assure. In an environment in which large business units and 
collective action among businessmen stand out, labor sought to restore its 
status and regain security by forming trade-unions whose voice would 
carry greater weight than that of the individual workman before employers 
and the public. I he widespread development of trade-unions, a new factor 
in American politics and economics, has confronted the public with the 
need for a proper definition of their functions. This problem is taken up in 
the first section of this chapter, followed by a brief outline of the develop¬ 
ment and structure of trade-unions. Once their functons have been 
appraised, their rights and duties will be discussed: internal relations of 
unions, intcrunion relationships, and relations between the union on the 
one hand and the employer or the government on the other. This leads to 
the study of industrial conflict and the means for its settlement. 

THE FUNCTIONS OF LABOR UNIONS 

While, historically speaking, unions may be said to have economic 
and political functions, the American labor movement during long periods 
of the past has lived up primarily to the former. The basic economic func¬ 
tion of unions is the improvement of the members’ economic position. 

Economic Functions . There are two principal methods by means of 
which unions may seek to lift w ages and working conditions. One, which 
is no longer of great practical importance, operates with the help of restric- 
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tions on the free entry into employments; and the other through collective 
bargaining. Unions may use cither one or both methods. Turning first to 
restrictions on the freedom of entry, it can be easily seen that unions, by 
restricting the number of their members by means of high initiation fees, 
long periods of apprenticeship, and other obstacles, can produce scan t\ 
of candidates for available jobs and thus raise members’ remuneration. 1 lbs 
is at least true under arrangements which make only union members avail¬ 
able for employment. If unions were to concentrate upon this function, 
they could be characterized as aiming at maximization of the return accru¬ 
ing to the individual member. And if, furthermore, unions were sellers of 
labor, their attitude would resemble that of the monopolist who, by limiting 
output, obtains a higher price. 

The described policy was, however, more germane to craft unionism 
than it is to modern industrial unionism. It does not happen often that a 
union admits to membership only the first born sons of its own members, 
as is still true of the Newspaper and Mail Deliverers Union in New York 
City. Although there are exceptions, apprenticeship requirements and 
initiation and membership fees generally are moderate, especially those of 
the great industrial unions. 

Under modern conditions, collective bargaining has become the prin¬ 
cipal function of unions. By this is meant that the union, in negotiation 
with the employer, participates in the determination of the wages and 
working conditions under which its members operate. Unions are designed 
“to establish that equality of position between the parties in which,” accord¬ 
ing to Justice Holmes, “liberty of contract begin.” In the absence of labor 
unions, a quoted price which the employee must take or leave is character¬ 
istic of the labor market. There is no bargaining unless it is collective. 
While the role of the individual worker in such bargaining may be as 
modest as it is when wages are fixed by the employer, the participation of 
the union will generally secure him better terms. This is so, because the 
union’s power to make its members withhold their services will impress the 
employer much more than an individual worker’s threat to do this. 

Unions thus repair disadvantages in which the individual employee 
finds himself. Normally, hiring and firing will have much greater sig¬ 
nificance for him than for the employer, especially in modern large-scale 
enterprise. In this connection, many writers stress that a w orker’s services 
cannot be stored; that wages lost on account of unemployment are lost 
forever. This argument may not seem to be too convincing. First of all, if 
labor were storable the burden of past unemployment or of past strikes 
would hang over the market and depress wages for a long time after 
unemployment or strikes are over. Secondly, the services of capital funds 
cannot be stored either, and capital returns lost on account of idleness of 
capital are lost forever. The important factor is that the owners of capital 
are often in a better position than the workers to bear the incidence of 
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temporary idleness. Employees are generally not equipped with ample 
liquid reserves. Their relatively weak financial position tends to reduce 
their mobility and thereby limits alternative opportunities. This in itself 
restricts the competition of potential employers for their services. I he 
labor market, in the absence of unions, is indeed not competitive in the sense 
that deviations from the old order, brought about by unions, will cause 
these to assume the role of monopolists. As has been seen, prices in the 
labor market are quoted. Moreover, compared with many commodity 
markets, the relationship, once established, shows considerable stability. 
What is more important the forces of competition operating on the labor 
market are not strong enough to equate wage rates for w ork of the same 
grade and quality. All these factors make it inopportune simply to assume 
competition in the labor market if there are no unions. These considerations 
do not exclude the importance of employers’ bidding for labor during 
periods of brisk expansion as a factor which raises w ages. Such bidding, for 
example, w as pronounced during the decades preceding World War 1, and 
it may be encountered during other periods of rapid economic growth. 

If, in the absence of labor unions, the labor market is not competitive, 
does strong unionism make it more competitive; or does it shift the locus of 
monopoly pow er so completely that, not the buyer, but the seller of labor 
acquires monopoly power? There arc those who object to the characteriza¬ 
tion of unions as labor monopolies. One of their arguments is that unions arc 
not monopolistic, because they do not sell labor. This argument may not be 
convincing, because on the same grounds cartels and pools could be 
acquitted of the charge of monopoly. T hey ordinarily do not sell the 
products for w'hich prices are fixed or competition reduced otherw ise. 

Another argument states that a monopolist, just as any other seller, 
aims at maximization of profits; but it is very doubtful indeed whether 
union policies can be interpreted as designed to maximize monetary quan¬ 
tities. Unions arc agencies that have to fight for the loyalty of their members 
in a similar fashion as do political organizations. They often pursue policies 
that arc unrelated to the short-run maximization of the wage bill or other 
magnitudes. Leaders seek to maintain their status or to attract members; 
they may prefer greater security for the union to an increase in w ages or 
may otherwise behave in a way that w ould seem meaningless and irrational 
if their goal were the short-run maximizaton of wages. 1 However, such 
trade-union activities may be more fully compatible with the goal of max¬ 
imization of w ages in the long run. 


1 For a more complete discussion of these issues see Arthur M. Ross, Trade Union 
ITage Policy (Berkeley: University of California Press, 1948); Richard A. Lester, 
“Reflections on the ‘Labor Monopoly’ Issue,” Journal of Political Economy , Vol. LV, 
No. 6 (December, 1947), pp. 513-36; Frederic Meyers, “Price Theory and Union Mo¬ 
nopoly,” Industrial and Labor Relations Review , Vol. XII, No. 3 (April, 1959), pp. 
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Impact on the Demand for Labor. If the pressure of unions results in 
higher wages than would prevail in their absence, the question arise- 
whether this will not depress the volume of employment. Such *esult would 
seem to depend on the elasticity of the demand for labor. It the demand t< c 
labor is clastic, employers would, at the higher level of wages, restrict 1 1 - 
volume of employment. Whether the demand for labor is elastic 01 not *s 
a doubtful question that cannot be answered unequivocally. Much depends 
upon the time period considered and upon the specific aggregate of labor 
that is studied. It seems that over long periods the demand for labor as a 
whole is highly clastic.- Exclusive emphasis on this factor is misplaced, 
how ever, because the w age, apart from being an important cost item, also is 
a significant element in the determination of consumer demand. If wages fall 
the favorable effects on employment may be offset by the impact of 
slackening markets on the employers’ sales opportunities. This would lower 
the demand curve for labor so that at the reduced wage rate the number of 
people w ho find w ork may not be as large as it was before. 

In the face of swiftly increasing labor productivity, unions may be 
considered beneficial, because they facilitate the absorption and dispersal 
of benefits which technological advances bring about. Indeed, a number of 
collective agreements, among w hich that between General Motors Cor¬ 
poration and the United Automobile Workers Union stands out, provide 
for an annual “improvement factor” in the form of regular increases in 
hourly w^ages by a stated amount to reflect the rise in productivity. About 
4.4 million workers are covered by such contracts. Without aggressive 
pressure for higher wages the benefits from increasing productivity could 
be distributed among society also in the form of lower prices. This solution 
is indeed advocated by a number of economists. But in an environment 
characterized by widespread monopolies and imperfections of the market, 
it will not readily come about as an automatic consequence. 3 

There is, of course, the danger that trade-unions may overreach them¬ 
selves in their demands and cause prices to rise, reflecting increased wages. 
Attention has been drawn to this problem in Chapter 8 (p. 171), where 
possibilities for its solution have been pointed out. 

Impact on Productivity . The economy of high wages, short hours, and 
improved working conditions has always found eloquent advocates in the 
United States. High w age levels account for, and at the same time reflect, 
the unparalleled productivity of the American worker. When w r ages are 
low, standards of health, nutrition, and education are inferior; and so is 
productivity. 

High wages may also stimulate productivity in still other respects. 
When there is relentless pressure for higher wages, management must 

2 Paul H. Douglas, The Theory of Wages (New York: Macmillan Co., 1934), 
Part II. 

:i See above, p. 58. 
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always be on the alert, improving its practices and searching for tech¬ 
nological innovations. 4 

Impact on Unorganized Workers . The number of unorganized work¬ 
ers continues to be large and in the United States still exceeds by a wide 
margin that of union labor, the recent spread of unionization notwithstand¬ 
ing. There are some who believe that wages of nonunionized people will 
tend to rise at a rate similar to that at which employment conditions of 
union workers improve. This view, which is associated with the names of 
Sidney and Beatrice Webb (1859-1947 and 1858-1943), the great British 
pioneers in the study and promotion of trade-unionism, is difficult to verify 
conclusively. In the United States, it is true, statistical investigations seem 
to indicate that from 1914 to 1926 wages in the nonunion manufacturing 
industries have increased at least as fast as those in union manufacturing 
industries. There is no proof, however, that the latter movement was a 
cause of the former. In earlier years the rise of labor organizations was 
probably one of the factors responsible for raising union rates at a fast 
pace, leaving nonunion rates far behind.’* 

The parallel movement referred to in the preceding paragraph does not 
preclude the continued existence of differentials between union and non¬ 
union wages. Indeed, in a study covering the years from 1951 to 1957 it 
was found that wages in union plants tend to be consistently higher than 
wages in nonunion plants in the same industry, and that the average differ¬ 
ential is about 8 per cent. 0 

What about the position of the white-collar workers and similar groups 
that tend to resist unionization? In the past, unionism mav have entailed the 
relative deterioration of the status of these people, whose earnings did not 
advance as fast as those of manual labor. Unionization has not made much 
headway here since considerations of prestige and the fear of losing caste 
often prevents white-collar groups from organizing. But in recent years the 
increased demand for supervisory employes, from foremen up, and for 
clerical and service personnel of all types seems to have created a situation 
where they can hold their own, in terms of wages, in the face of swiftly 
rising wages for unionized production workers. 

Political Functions . Under unionism the status of the worker in so¬ 
ciety is more firmly anchored than when he has reason to consider himself 
at the employer's mercy. The spread of trade-unions helps to maintain the 

1 Sumner I I. Slichtcr, The Challenge of Industrial Relations (Ithaca, N.Y.: Cornell 
University Press, 1947), pp. 34, 69, 72 f. 

r> The experts do not agree about the exact role which unions play in the redistribu¬ 
tion of the income of society. See Clark Kerr, Martin Bronfcnbrenner, and Harold M. 
Levinson, “Potentialities and Limitations in the Use of Collective Economic Power in 
Varying the Compensation of Labor and Capital,” American Economic Review , Vol. 
XLIV, No. 2 (May, 1954), pp. 278-321. 

0 “Union vs. Nonunion Wages,” AFL-CIO, Collective Bargaining Report ■ Vol. IV 
No. 7 (July, 1959), pp. 33 40. 
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self-respect of the worker in the face of powerful giant organizations that 
employ him, and gives him a new dignity. It has ushered in an era of union- 
management co-operation that manifests a new spirit of interest in the job. 7 
Union-management co-operation implies more than the mere acceptance, 
by employers and unions, of each other’s functions. 'It may yield ioint 
programs aiming at the stimulation of productivity and technological 
progress. 

From the point of view of society as a whole, organized, labor is 
considered by many a welcome counterweight to the pow er of organized 
business and agriculture. In Fngland the Labour Party has for long been 
the political arm of the trade-union movement, and labor in the United 
States is showing much greater political aw areness and activity than in the 
past. In contrast to other countries, labor’s increased political activity takes 
the form of a pressure group. This is due to our political arrangements 
and to our history. Our two-party system is so strong that the attempts of 
third parties to enter the political arena have invariably failed in the past. 
In our society, mobility is so high and opportunities beckon so abundantly 
that labor has not emerged as a distinct social class that would lend itself to 
party organization—as it has in other countries where the class division of 
society is more pronounced. 

Traditionally, organized labor in America has follow ed in elections the 
political rule of punishing its foes and rewarding its friends, w ithout attach¬ 
ing itself definitely to any one of the two great parties. The evidence as to 
its actual influence in politics is inconclusive. Tw o aspects of this influence 
may be distinguished: that on the electorate and that on the elected repre¬ 
sentatives. On the average, labor-union members constitute 17 per cent of 
the potential voters in the United States. The percentages ranges from 
well over 20 in the highly industrialized states of the East and Middle West 
to less than 5 in a number of southern states. There is thus a substantial 
“labor vote,” but it is hard to deliver. Although all the major labor organiza¬ 
tions supported the Democratic candidate in the presidential elections 
of 1952 and 1956, the rank and file did not supply enough votes to secure 
his election. The congressional elections of 1958 were at first interpreted as 
a victory of labor since many of its candidates got elected while those whom 
it opposed w ere defeated. But the new Congress, in the year immediately 
follow ing, passed the Labor-Management Reporting and Disclosure Act, 
parts of w hich were bitterly opposed by organized labor. 

Basically, the labor movement is a conservative force in our society. 
Flourishing labor organizations that can engage freely in collective action 
are, in a sense, manifestations of the workingmen’s attachment to the 
institutions of capitalism. Labor organizations and collective bargaining 
have become part and parcel of the mechanics of modern democratic 

7 See Neil W. Chamberlain, The Union Challenge to Management (New York: 
Harper & Bros., 1948). 
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societies. If this outlet for the ambitions of the working class did not exist, 
it is possible that workers might be driven into radicalism and might seek 
for remedies that would endanger existing institutions. Historically, sup¬ 
pressed unionism has generally been extremely radical. Where suppression 
was relentless, as in Czarist Russia, communism has ensued. Where it 
gradually relaxed and in the end gave way to encouragement and tolera¬ 
tion, as in western Europe and North America, labor has shown little 
inclination to change the rules of social life by means of violent upheavals. 
It may be doubtful whether the unhampered operations of trade-unions 
make for peaceful industrial relations, but it seems safe to say that they 
tend to preserve the institutions of democratic capitalism. 8 

DEVELOPMENT AND STRUCTURE OF UNITED STATES 
TRADE-UNIONS 

During the twenty-year period from 1935 to 1955 trade-union member¬ 
ship has risen by leaps and bounds. There were less than 4 million union 
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FIG. 27. Labor union membership has grown since the mid-thirties but reached a plateau in the 
mid-fifties. From Monthly Labor Review, January, I960, p. 2. 


8 Sec Selig Perlman, “The Principle of Collective Bargaining,” Annals of the 
American Academy of Political and Social Science , Vol. CLXXXIV (March, 1936). 
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members in 1935 and 17 to 18 million in 1955. During the 1950’s the increase 
proceeded more haltingly, and since 1955 the growth has all hut stopped 
(see Fig. 27). The larger the labor movement, the more difficult becomes 
further expansion into the unorganized sector of the employees of small 
firms, of white-collar workers, and of labor in the South. To these obstac les 
to expansion there must be added the shift into service employments of all 
sorts, which has de-emphasized the relative importance of production 
workers in our economy, and the unfavorable climate created bv the hear¬ 
ings before congressional committees in the late 1950’s, which revealed 
practices of graft, corruption, and racketeering in a few labor unions. 

Labor Union Membership as a Per Cent of Total Labor Force 
and of Employees in Nonagricultural Establishments 



FIG. 28. Labor union members constitute less than a quarter of the total labor force and slightly 
more than one third of nonagricultural employment. From Monthly Labor Review, January, 1960, 
p. 4. 


Of the total labor force, close to one quarter is in trade unions; of the 
nonagricultural labor force, one third (see Fig. 28). If the civilian labor 
force is reduced by the number of managers and proprietors, the unionized 
component is again about one-third. The extent of unionization varies 
greatly by industry. From 80 to 100 per cent of all workers in coal mining 
and the iron, steel, and automobile industries are in labor unions. The 
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proportion of union members is between 40 and 60 per cent in the chemical 
industry, between 20 and 40 per cent in cotton textiles, and between 1 and 
20 per cent in agriculture. 

Approximately 15 million union members are in organizations affiliated 
with the American Federation of Labor-Congress of Industrial Organiza¬ 
tions (AFL-CIO). Another 3 million are members of unaffiliated unions, 
principally of miners, railroad workers, and teamsters. 

Historical Development. The prominence of trade-unions to the ex¬ 
tent indicated in the preceding paragraph is a new phenomenon in the 
United States. It is true that labor unions have flourished during the nine¬ 
teenth century and earlier; and according to some authorities, there is an 
unbroken link, weak as it well may be, between the medieval guilds and the 
present-day labor movement. But unions in the modern sense are a product 
of the industrial age with its large factories and of the spread of democracy. 
Under conditions of general suffrage and popular education, workers’ pleas 
for social legislation and government action favorable to unionism find a 
more ready response than was true when suffrage was limited to property 
owners and education a privilege of the well-to-do. 

In the face of an ill-disposed or, at best, neutral public policy toward 
unionism, it is natural that the earlier labor organizations had characteristics 
that modern unions have abandoned. The Industrial Workers of the World 
(IWW), for example, w hich flourished from 1905 to 1920, had a program 
of sabotage and general strike inspired by hatred of the system of private 
enterprise. Among the earlier unions, radicalism was more pronounced, in 
the sense that the value of existing political institutions was i]uestioncd. 
There was also much inclination to abstain from partisan politics as well as 
from reliance upon the government as potential supporter of the labor 
movement. Reluctance to make too much of government support or, in 
more positive terms, “voluntarism,” continues to be an attitude typical of 
important elements of the labor movement. 

The American Federation of Labor. The American Federation of La¬ 
bor, the older of the two principal federations of unions which merged 
into the AFL-CIO in 1955, was formed during the eighties of the past 
century. The leading spirit in the drive for its organization was Samuel 
(Jumpers, head of a cigar makers union, who held the post of president of 
the American Federation of Labor, with the exception of one year, until 
his death in 1924. The AFL was to assume the legacy of an earlier union, 
the Knights of Labor, which had disintegrated because of lack of ability to 
reconcile the interests of skilled and unskilled members and also as a result 
of political alignments with farmers and other middle-class groups. In its 
early history the AFL cultivated unions of skilled people, but especially 
since the early thirties all types of workers w ere welcome. The AFL was, 
as has been indicated, a federation of national and local unions. Unions 
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affiliated with it enjoyed a great deal of autonomy in the handling of their 
internal affairs. 

The rise and growth of the AFL was at times obstructed by serious 
obstacles. Before World War I, there was an open-shop drive among 
employers. After unionism had progressed during the war, there emerged 
the so-called American Plan, which was designed to promote company 
unions. 

The Congress of Industrial Organizations . The sway of the AFL was 

not broken until the middle of the thirties, w hen John L. Lew is, president 
of the United Mine Workers, an AFL affiliate, caused the formation of the 
CIO. These initials originally stood for Committee for Industrial Organiza¬ 
tion, a body that had been established after the AFL had refused to advance 
industrial unionism in the mass-production industries. While the CIO was 
originally designed to w ork within the AFL, it subsequently seceded from 
it and became a powerful organization of its own, taking along some AFL 
unions and forming new ones. The Congress of Industrial Organizations, as 
it came to be called, made much headway in the steel, automobile, metal 
mining, electrical manufacturing, shipbuilding, packing, textile, and nu¬ 
merous other industries. Its backbone during the years of expansion w as the 
great mine workers union. 

The dual unionism and the principle of industrial unionism sponsored 
by the CIO ushered in an era of interunion disputes. There is no doubt 
that the split of the labor movement implied a division of forces that 
absorbed valuable energies and weakened its influence in certain respects. 
But it also seems certain that the decade of unprecedented progress, marked 
by the huge increase in union membership, reflected largely the vigor of a 
new organization that could not fail to arouse the labor movement from its 
apathy. The array of forces did not remain the same, how ever. John L. 
Lewis, and with him the mine workers union, withdrew 7 from the CIO 
during the 1940’s and for a short time returned to the fold of the AFL, to 
remain unaffiliated thereafter. 

The AFL-CIO. After ceaseless efforts at reconciliation the unity of the 
labor movement was restored in 1955, when the AFL and CIO merged into 
a new organization known as AFL-CIO. At that time, unions affiliated 
with the CIO had about 5 million members, w hile unions affiliated w ith the 
AFL had twice that many. The merger was facilitated by the passing from 
the scene of the leaders of the two rival organizations and by the desire 
to put to an end the unprofitable practice of “union raiding,” which occurs 
when a union tries to organize workers that are members of another union. 
This practice had absorbed much energy of the labor movement without 
producing a substantial net advantage to either group. 

George Meany, president of the AFL, became president of the newly 
founded organization, and Walter Reuther, president of the CIO, its vice- 
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president. Meany had risen from the rank and file of the plumbers union. 
Reuther has made a name for himself as an organizer of the automobile 
workers union in the 1930’s, of which he continues to be the president. 

Industrial versus Craft Unions. The rise of dual unionism in the 
United States was often interpreted as the outcome of a division on prin¬ 
ciples. In truth, it was as much the result of lethargy and inertia, vested 
interests, and personal conflicts and ambitions. While the AFL had admitted 
national unions organized on an industry-wide basis, it had done so hesi¬ 
tatingly and with a good deal of suspicion. 

Craft unions are associations of men skilled in the same trade. This type 
of organization is appropriate, in the first line, to enterprises such as are 
found in the building-construction industry, in which specific crafts func¬ 
tion. They are also advantageous when craftsmen frequently shift from one 
industry to the other. Moreover the local of a craft union which engages 
in conflict with the industry which employs its members may draw on the 
resources of the brothers who w ork in other industries. Important also is 
that exclusive unions of skilled people enjoy an unusually strong bargaining 
position. If their members refuse to work, this may paralyze w hole indus¬ 
tries. Concessions w hich are granted to them will not unduly burden the 
employer because of the limited number of people concerned. 

In industrial unions which include various types of skilled, semiskilled, 
and unskilled persons employed in a specific industry, the strength of the 
skilled people may be somewhat diluted. Hut as the labor force of modern 
mass-production industries is composed of such a variety of w orkers, this 
has called for unions in which the unskilled and semiskilled find their places. 
Aloreover the existence of one industrial union makes it impossible for the 
employer to play olT one union against another. Industrial unions also 
facilitate organization drives in enterprises combining workers of diverse 
skills. They make it easier for the employer to carry on negotiations than 
if this would have to be done with a multiplicity of unions. 

It is for these reasons that industrial unions have come to the fore almost 
everywhere under economic conditions resembling those in the United 
States. In the United States itself, they have made much headw ay, conquer¬ 
ing industries in manufacturing that for long had resisted unionization. In 
addition to craft and industrial unions, there also have arisen multicraft 
unions, the results of amalgamations. 

Internal Structure of AFL-CIO . The AFL-CIO, like its two forerun¬ 
ners, embraces national unions which, in turn, are made up of local organi¬ 
zations. Sometimes, and especially when they include locals in Canada or 
Mexico, the national unions refer to themselves as international. On occa¬ 
sion, local unions are directly affiliated with the AFL-CIO. The latter is 
controlled by the most powerful national unions that are affiliated w ith it. 

Samuel Ciompers, for almost half a century president of the AFL, once 
referred to it as a “rope of sand,” tying together over one hundred national 
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unions. These, in turn, embrace many thousands of locals. While the locals 
are controlled by the national unions, the great association of national unions 
exercises only a modicum of control over the affairs of its members. The 
AFL-CIO will, in effect, guarantee the jurisdiction of its affiliates. It v ill 
resist the formation of a competitive organization within its ranks, while it 
may well encourage such a development in opposition to an unaffiliated 
union. Within limits, affiliation thus implies security. Furthermore the 
federation is active in national politics, and it may be of considerable help 
in matters of education and organization. The national federation is in many 
instances paralleled by regional, state, or city-wide federations of labor 
unions, which are active within a more limited geographical range. 

The strength of the national organizations has also grown on account 
of their substantial financial resources. These are derived from per capita 
payments levied on the membership of the locals. They also control various 
funds for sickness and pension benefits and related purposes. Bargaining 
with employers is carried on principally by local and national unions. 

RIGHTS AND DUTIES OF UNIONS 

Labor Unions and the Law. Until recent decades, courts and legisla¬ 
tures frowned on union activities; and on occasion, unions were considered 
criminal conspiracies. Gradually a more favorable attitude came to prevail. 
Its rise can be illustrated by a series of federal laws. The Clayton Act of 
1914 had exempted unions from the antitrust laws and restricted the use of 
injunctions in labor disputes. 9 In the Railway Labor Act of 1926, labor’s 
right to organize, by then recognized by the courts, was affirmed in a fed¬ 
eral statute. The Norris-LaGuardia Act of 1932 further restrained the use 
of injunctions in labor disputes and declared the yellow-dog contract 10 
contrary to public policy. Section 7a of the ill-fated National Industrial 
Recovery Act of 1933 expressly recognized the right of employees to or¬ 
ganize and bargain collectively and promised them freedom from inter¬ 
ference by employers. It also made unlawful conditions of employment 
under which workers would have to join a company union 11 or refrain 
from joining legitimate unions. This Act, in turn, was followed by the Na¬ 
tional Labor Relations Act of 1935, sponsored by Senator Robert Wagner 
of New York and often referred to as the Wagner Act. The Wagner Act 

9 An injunction is a court order forbidding certain actions considered by the court 
as violations of rights. 

10 The yellow-dog contract is an agreement between employer and employee in 
which the latter promises not to join a union. 

11 The company union has been said to provide “the shadow but not the substance 
of collective bargaining.” (Philip Taft, Economics and Problems of Labor I Harris¬ 
burg: Stackpole Sons, 1942], p. 680.) It is an organization generally limited to em¬ 
ployees of a certain enterprise, rarely enjoys independence, and is on the whole a 
manifestation of paternalism rather than of economic democracy. Under the Wagner 
Act, company unions arc, in effect, all but outlawed. 
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again stated labor’s right to organize and bargain collectively and created 
a National Labor Relations Board to enfore it. It also declared unlawful a 
number of employers’ practices considered unfair. These include interfer¬ 
ence with the workers’ right to self-organization; domination of, support to, 
or interference with unions; discrimination in hiring or firing of union mem¬ 
bers; and refusal to bargan collectively with unions. 

When the Wagner Act was passed, there were only 4 million organized 
employees. A dozen years later their number had risen to more than 15 
million. The Wagner Act, in effect, lent support to the organization of 
unions by making it less hazardous for employees to join them. A direct 
result was the reduction of industrial disputes caused by the denial of the 
right to organize and bargain collectively. The number of strikers who 
participated in organizational strikes of this sort fell from 60 per cent in 
1937 to 2 per cent in 1958. While there occurred numerous work stoppages 
under the rule of the Wagner Act, especially during the inflationary boom 
of the postwar period, the bulk of these arose from wage disputes between 
strong unions and strong employers. 

The Wagner Act enabled large groups of workers, especially in the 
southern states, to engage for the first time in collective bargaining without 
employer interference. Such interference in the past had often assumed 
repugnant forms. The files of the LaFollette Committee, a subcommittee of 
the Senate Committee on Education and Labor, which was to investigate 
violations of free speech and rights of labor during the thirties and early 
forties, testify to the role which the labor spy, the professional strike 
breaker, the agent provocateur , the private detective, the pseudo-patriot, 
the vigilante, and the local police were allow ed to assume in labor relations. 

The promotion of unionism as manifested in the series of legislation dis¬ 
cussed above w as not arrested until the passage of the Labor Management 
Relations Act of 1947, often referred to as the Taft-IIartley Act. This law, 
which w as enacted over a presidential veto, substantially amended the Na¬ 
tional Labor Relations Act. It made the employer’s obligation to bargain 
with the union dependent upon the fulfillment of certain conditions on the 
part of the latter and restricted union activities otherw ise. The list of unfair 
labor practices, w hich under the Wagner Act was limited to those com¬ 
mitted by employers, was supplemented by practices committed by unions. 
Under the 1947 legislation, government regulation of industrial relations 
became more stringent and more detailed. It also granted the individual 
employee or union member a standing that he did not enjoy before the law 
under the earlier legislation. Most of the innovations tended to weaken the 
pow er of unions. T he National Labor Relations Board, while retained in 
name, lost some authority, which was transferred on its general counsel. 

Except for revisions of minor points, no major labor legislation was 
passed by the Congress during the ensuing tw elve years. By 1959, however, 
the growing concern with wage-induced inflation, with corruption in a 
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few unions, and with the strength of labor organizations in general—which 
was considered excessive in many quarters—led to the enactment of the 
Labor-Management Reporting and Disclosure Act of the same year, km vvn 
also as Landrum-Griffin Act. Like its forerunner, the Taft-I iartlev Ac 1 of 
1947, the 1959 Act is a milestone on the road towards public regulatio ; of 
labor unions. 

The Landrum-Griffin Act contains a “bill of rights” designed :o pro¬ 
mote democratic procedures in trade-unions by strengthening the positions 
of the individual members. To fend off corruption, other provisions estab¬ 
lish safeguards against improper use of union funds, and for regular elec¬ 
tions of union officers. The election of unsuitable people to union office is 
prohibited, and the requirements for financial reporting are made more 
stringent. A third group of provisions restricts unions in the use of such 
w eapons as organizational picketing and secondary boycotts. 

During the twelve-year interval between the passage of the Taft-Hart- 
lev Act and the Landrum-Griffin Act, the principal modification of our 
labor laws did not originate with the Congress, but with the National Labor 
Relations Board. With the personnel of the Board changing under the influ¬ 
ence of the replacement of the Democratic national administration by a 
Republican one in 1953, the Board drastically reduced the range of cases 
over which it assumed jurisdiction. The Board has discretion to decide in 
which cases, of those affecting interstate commerce, it will exercise juris¬ 
diction. Its policy of relinquishing jurisdiction, especially over smaller 
companies and their employees, meant, in effect, the withdrawal of federal 
protection of collective bargaining from a substantial segment of the labor 
force. In the absence of federal authorization by legislation, the gap created 
thereby could not be filled by state legislation or state labor boards, since 
these have no jurisdiction over cases affecting interstate commerce. 11 * 

There was thus created a “no man’s land” in industrial relations, a “twi¬ 
light zone” in which irresponsible practices and racketeering w ould not be 
challenged before state or federal agencies. 13 The National Labor Relations 
Board in 1958 reassumed in part the exercise of its jurisdiction over smaller 
firms. The remaining no man’s land was assigned by the Landrum-Griffin 
Act to the jurisdiction of the states, turning it into what often amounts to 
a hostile territory, since the legislation of the states, on the whole, is con¬ 
siderably less accommodating to labor than is that of the nation. 

Internal Relations of Unions . The rights and duties of unions can be 
subdivided into two broad categories. They arc cither internal, in the sense 
that they refer to the relationship of union members to the union; or they 
arc external, that is, pertaining to union relations with the outside world. 
The external relations can again be subdivided into relations with other 

12 Guss v. Utah Labor Relations Board , 353 U.S. 1 (1957). 

13 Address of Isador Lubin before the Association of State Labor Relations Agen¬ 
cies, October 16, 1957. 
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unions, or with the employer, or with the public at large as represented by 
the government. We will consider first the internal relations of unions. 

Union spokesmen interpret their organizations as unincorporated asso¬ 
ciations of individuals that should be ruled by the majority of their mem¬ 
bers, with adequate safeguards for the protection of the minority from 
abuse. However the internal relations of unions are not always subject to 
democratic procedures. Unions have become large organizations, whose 
elaborate bureaucratic apparatus resembles those of the government and 
big business. Unions, national and local, hold assets that add up to several 
billions of dollars. The assets of the mine workers union, for example, are 
about $110 million, plus again as much in funds designed to finance the 
union’s welfare and retirement program. The ladies garment workers 
union’s assets arc some $88 million plus $235 million in welfare funds. The 
mine workers union controls the third-largest bank in the nation’s capital. 
The teamsters union, with assets of close to $40 million, spent more than 
$240,000 on lobbying in 1959, when the Landrum-Griffin bill was debated 
in Congress. This was $100,000 more than the next biggest spender dis¬ 
bursed for lobbying in that year, and by far the largest amount of expendi¬ 
ture reported by any lobbying group since 1953. 

Union leaders often arc aggressive individuals as much attached to power 
and prestige as their counterparts elsewhere in public life. The salaries of 
a number of them, while far below those of top corporation officers, are 
a multiple of the pay of the Secretary of Labor. Their office has on occa¬ 
sion been a hereditary one, with the son following the father as union presi¬ 
dent. The very size of union operations and membership often frustrates the 
vigorous discussion of important issues with the bulk of the members as 
participants, just as it does in the large corporation. 

Those in control of large unions also hold in their hands a good deal 
of patronage. Unions, being man-made institutions, have the faults that go 
with human creations. Boss rule exists, although it is not common; and on 
occasion it has degenerated into corruption and gangsterism, just as it does 
in local politics. The size factor, which has been an important factor ac¬ 
counting for these perversions of unionism, was also responsible for the 
infiltration of communistic elements into the leadership of a few unions 
during the 1930’s and 1940's. The Communists, though a small minority 
everyw here, were able to gain positions of influence because of inertia on 
the part of the majorities. 14 


14 Cnder the 1 aft-Hartley Act of 1947, before it was amended by the Landrum- 
Gritfin Act of 1959, the protection of the Wagner Act was available to unions only if 
the officers filed affidavits attesting that they were not Communists or members of any 
other group or organization advocating the overthrow of the government by force or 
violence. On the whole, the unions followed the trend of legislative thinking by taking 
vigorous action against Communists. The CIO expelled eleven Communist-dominated 
unions. Ten of these had met the non-Communist oath requirement after having ap- 
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The nominal power of union executives is illustrated by the slow turn¬ 
over of the leading personnel of many unions. While the union cannot ex¬ 
pel a worker and cause him to be discharged from his job—unless he ceases 
to pay union dues—union members who resist a dictatorial boss have be *ti 
brought to trial on “broad and vague charges.” HoxVever, the appellate 
procedure in the great majority of the unions is effective. Abuses are more 
likely on the local level than on the national one. Abuses can be reformed 
from within as a result of greater interest and participation of the members 
in union affairs. Mere maturity of unions is of little help, because “most 
unions tend to become less democratic, more highly centralized, and more 
autocratic with time.” 15 

The federal legislator considered it inopportune to rely exclusively on 
reform from within the union movement. The Taft-Hartley Act of 1947 
had denied unions access to the procedures before the National Labor Re¬ 
lations Board and thereby withheld from them the protection granted by 
the Wagner Act unless they fulfilled certain requirements such as filing of 
financial statements and non-Communist affidavits. Under the Landrum- 
Griffin Act of 1959, a bill of rights assures union members the right to 
speak freely in union meetings and take part in the election of officers. Only 
after a majority vote may union dues be raised. A union member who has 
been deprived of his rights may bring a civil suit in federal court against 
the union officers. Furthermore, all labor unions must file annual financial 
reports with the Secretary of Labor. If there are financial dealings betw een 
union officers and employers, a report of these must be filed with the 
Secretary. Union officers handle union funds subject to the accountability 
laws governing trustees—that is, they may not use such funds for their own 
purposes. No union or employer funds may be used to support a candidate 
for union office. Loans from the union to an officer or employee may not 
exceed $2,000. Restrictions are imposed on the management of local unions 
or groups of such unions by national officers. All local unions must elect 
officers by secret ballot at least every three years. National unions must do 
the same at least every five years. Communists and former Communists and 
persons convicted of certain crimes may not hold union offices for stated 
periods of time. The Secretary of Labor has authority to enforce the law 
by means of civil suits. Moreover, the filing of false reports, the use of 


pointed “fellow travelers” instead of party members to office or by means of dubious 
resignations from the party before the filing of the affidavit. Some union officers re¬ 
ceived prison sentences for conspiracy to defraud the government in connection with 
the oath requirement. By denying the protection of the Wagner Act to labor unions 
found to be Communist-infiltrated, the Communist Control Act of 1954 attempted an¬ 
other solution, which, however, has not proved very effective. 

15 Philip Taft, “Judicial Procedure in Labor Unions,” Quarterly Journal of Eco¬ 
nomics, Vol. LIX (May, 1945), p. 384; “Opposition to Union Officers in Elections,” 
ibid., Vol. LVIII (February, 1944), pp. 246-64, 
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threats or coercion to deprive a union member of his rights, and a number 
of other violations of the law are made criminal offenses punishable by fine 
and imprisonment. 

These measures, it is hoped, will strengthen the position of the individ¬ 
ual union member and prevent dishonest union officers from using union 
funds for their own purposes. What of the policing power of the AFL-CIO 
over national union affiliates that give cause for complaint? Apart from 
persuasion and exhortation, the only effective weapon which the AY L-CIO 
has on hand is the expulsion of the offending union. Expulsion, how ever, is 
a two-edged sword if the expelled union is a large and powerful one, such 
as the teamsters union— 1% million members and the largest in the coun¬ 
try—which was expelled by the AFL-CIO in 1957. In spite of revelations 
of widespread corruption, the leadership of this union was not dislodged 
by the rank and file, nor did the union fail to increase in membership after 
the expulsion. Contrariwise, it was able to consolidate its position in the 
highly important field of transportation, aligning itself with unions active 
in transportation by sea and air, and ready at any time to emerge as the 
nucleus of a new federation rivaling the AFL-CIO. Moreover, many affili¬ 
ates of the AFL-CIO continued to rely on the support of the teamsters 
union in their own organization drives and strikes. Indeed, when in 1959 
the AFL-CIO leadership was confronted with the problem of how 7 to 
police the carpenters union—a union with 850,000 members, whose presi¬ 
dent was under indictment in a highway land scandal—nothing w r as done 
to expel this union, or to cause it to terminate its affiliation with the AFL- 
CIO, lest it might join the teamsters in a rival federation. In the light of 
recent experience, the chances for effective self-policing on the part of the 
AFL-CIO are strictly limited, although the federation has successfully 
disciplined a number of smaller national unions. 

Interunion Relationships. One problem arising from the multiplicity 
of unions is that of jurisdictional disputes. Such disputes spring from a 
union’s desire to expand its field of action, from the rise of rival unions, and 
from the vagueness with which their jurisdiction may be circumscribed. 
Uncertainty about the delineation of jurisdiction may also develop under 
the influence of technological change. An example of this sort is the shift 
from wood trim in building construction to metal trim, an innovation that 
led to jurisdictional disputes betw een the carpenters union, which had done 
such work in the past, and the metal trade organization. Such conflicts are 
often bitter, because men w ill fight for their jobs, especially so in times of 
depression when the labor market is overcrowded. Jurisdictional disputes 
of this type will meet a more generous understanding than those betw een 
unions w hich both claim to represent a majority of the workers. In the latter 
case the proper settlement is by means of election. 

There are so many occasions for jurisdictional disputes that they were 
by no means unusual when the AFL was the only great federation of unions 
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and presumably had delineated the fields of action of its affiliates. Some 
jurisdictional disputes have indeed persisted for decades. The Carpenters 
and Joiners Union, for example, has been in a dispute with the International 
Association of Machinists since 1913 about the question of which of the 
two unions could claim for its members the installation of certain ma¬ 
chinery. The prevention or settlement of such disputes is no easy matter, 
since the national unions often show unwillingness to abide by the decision 
of an outsider or of an organ of the federation with which they are affiliated. 
The AFL has often favored the larger union in a dispute. 

At first glance, it may appear that the employer would stand to gain in 
bargaining strength if rival unions compete for jurisdiction. Often, how¬ 
ever, the ensuing conflicts are fought on the back of the employer or of 
the public at large. Both are not responsible for them and can do little to 
appease the fighting parties. Sometimes jurisdictional disputes are carried 
on with especial violence, and not seldom much harm is done to the business 
interests of outsiders. This may happen, for example, when a union refuses 
to process, handle, or transport goods produced by members of a union that 
is the rival of another one which is affiliated with the same federation as the 
first. The public thus has come to regard jurisdictional disputes as particu¬ 
larly obnoxious; although their importance, if measured in terms of man- 
days lost on account of jurisdictional strikes, has never been considerable. 
Jurisdictional strikes are branded as an unfair labor practice by the 1947 
legislation. Indeed, when a jurisdictional dispute is involved in the charge 
of unfair labor practices, the National Labor Relations Board must decide 
the issue within ten days unless the parties voluntarily adjust their differ¬ 
ences before. 

Jurisdictional disputes are conflicts between unions about the right to 
perform certain work. They must not be confused with union “raiding”— 
attempts to transfer a group of employees from one union to another or 
from one federation to another. Union raiding occurred frequently under 
the dual system of unionism which prevailed until 1955, although there were 
instances of raiding also between unions of the same federation. The 1955 
merger, it was hoped, would put an end to the practice. In spite of efforts— 
unsuccessful thus far—to settle such disputes by arbitration, union raiding 
has continued to plague the AFL-CIO after the merger, with craft unions 
banding together to dislodge an industrial union and vice versa. Where job 
opportunities have been shrinking owing to automation and the displace¬ 
ment of production workers, raids have been executed with especial bitter¬ 
ness. If the practice is not harnessed, it may contribute to a split among 
the AFL-CIO. If the raid is successful and the raiding union elected the 
representative of the workers by majority vote, action on the part of the 
federation to undo the raid may run counter to the decision of the National 
Labor Relations Board, which is under duty to certify that the properly 
elected union is the bargaining agent of the workers. 
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Relations between Unions and Employers. The relations between 
unions and employers consist primarily of bargaining for wages, hours, and 
other terms of employment, with the aim of arriving at a collective agree¬ 
ment. The latter, which may assign important functions to the union in 
conjunction with grievance procedures and other matters, guides the rela¬ 
tions between the employer and the individual worker. Both the employer 
and the union arc under duty to bargain collectively in good faith, that is, 
with the honest intention to arrive at an agreement. 

1. The first question that arises in this connection pertains to the proper 
definition and selection of the union with which the employer is to bargain 
collectively. He must bargain with a union that represents the majority of 
employees in an appropriate bargaining unit—be it the plant, the craft, the 
firm, or the industry. The appropriateness of the bargaining unit is deter¬ 
mined by the National Labor Relations Board, whose discretion is limited 
by a provision requiring that a group of craftsmen desiring separate repre¬ 
sentation must not be denied a separate bargaining unit. Other restrictions 
on the Board’s discretion arc imposed with respect to professional employ¬ 
ees, guards, and supervisory personnel. Professional people must be ac¬ 
corded a separate bargaining unit, unless they favor another arrangement 
by majority vote. Guards must be represented separately regardless of their 
wishes. Foremen and other supervisory personnel are not considered em¬ 
ployees for the purposes of the protective legislation. If thev form a union 
the employer may bargain with it or refuse to do so with impunity. If they 
arc admitted by the rank-and-file union, the employer may discriminate 
against them and refuse to have the terms of their employment included in 
col lective agreements. 10 

In the case of dispute the representative character of a union is ascer¬ 
tained by means of an election sponsored by the National Labor Relations 
Board. If the employer is in doubt about the continued representation status 
of the union, he can challenge it every year by requesting a new election. 

2. In many industries, more than one enterprise is partner of the col¬ 
lective agreement. Collective bargaining may indeed be industry-wide or 
on a scale embracing a sizable proportion of an industry’s enterprises. For 
example, from SO to 100 per cent of all workers in the clothing industry, 
in coal mining, longshoring, shipbuilding, and in the maritime industries 
arc covered by agreements made with associations of employers. In a num¬ 
ber of cases, these practices are of old standing, having originated fifty and 

,t} Enterprise has grown to such a size that foremen often arc out of touch with 
management, t hey do not participate in policy decisions and arc hired, fired, and 
disciplined like ordinary employees. Foremen suffered relative deterioration of their 
pay during the war and postwar boom. The development of foremen’s unions was 
first impeded by the National Labor Relations Board, but in subsequent years they 
w ere recognized regardless of affiliation with a rank-and-file union. The 1947 legis¬ 
lation changed their status as indicated in the text, aiming at a closer attachment of 
their members to management. 
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more years ago. A more recent development is the establishment of regional 
or local employers’ associations that cut across industry lines and bargain 
with unions on behalf of their members. 

The merits and disadvantages of industry-wide collective bargaining 
have been widely debated. Its opponents point out th4J the stabilization of 
labor cost entailed thereby is a restraint of competition. Firms that are un¬ 
able to match the wage rate set by such agreements presumably find rhem- 
selves at a disadvantage, which might sooner or later force them to merge 
with more efficient enterprises. On the other hand the position of firms 
that are able to pay the standard rate is strengthened; they arc no longer 
exposed to the price cuts of competitors to the extent to which these are 
made possible by lower wage rates. Industry-wide bargaining might also 
facilitate industry-wide strikes. These are often in the nature of economic 
upheavals and may necessitate compulsory arbitration. 

The advocates of industry-wide collective bargaining insist, however, 
that the stabilization of wage rates is a wholesome development in that it 
causes the efficiency of management to emerge as the most important factor 
in competition. Industry-wide arrangements tend to minimize the unrest 
which often attends the gradual diffusion of rate changes throughout many 
enterprises. Where they are of long standing, they have often been an ele¬ 
ment of stability and peaceful co-operation. They generally provide ma¬ 
chinery for the settlement of disputes. Indeed, many employers and trade 
associations are favorably disposed to them. Unions often prefer them, be¬ 
cause they eliminate opportunities for the invidious comparison of the 
attainments of various locals; and also because they provide a measure of 
protection: the union can no longer be dislodged as the result of attacks 
on a multiplicity of small fronts. 17 

In the absence of industry-wide collective bargaining, a “pattern” is 
frequently set by an agreement between the union and an outstanding 
member of the industry. Examples of such patterns are the escalator clause 
and the improvement factor, both initiated in agreements between General 
Motors Corporation and the United Automobile Workers and subsequently 
adopted by other firms. Concerns such as United States Steel, General Mo¬ 
tors, or General Electric sometimes set a “wage pattern” which the smaller 
concerns will follow. 

3. Some foreign countries—New Zealand and Queensland since 1917 
and New South Wales since 1953—make union membership of employees 
mandatory by law. In the United States, such compulsion would be con¬ 
sidered repulsive. But here, too, unions are desirous of security, and in the 
course of time numerous arrangements have developed designed to protect 
their status. The more prominent of these include the closed shop, which is 
unlawful under the Taft-Hartley Act; the union shop; and the maintenance- 

17 See Richard A. Lester and Edward A. Robic, Wages Under National and Re¬ 
gional Collective Bargaining , Industrial Relations Section, Princeton University, 1946. 
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of-membership agreement. Under the closed shop, all employees must be 
members of the union at the time of hiring and remain members in good 
standing during their employment. The union-shop rule requires that em¬ 
ployees join the union within thirty to sixty days after the agreement, or 
after having been hired, and remain members in good standing during the 
period of their employment. In both cases, there are often additional pro¬ 
visions requiring that workers must be hired through the union. Under the 
maintenance-of-membership clause, all employees who are members of the 
union at a specified time after the agreement is signed, or who later join 
the union, must remain members in good standing during their period of 
employment. 

The closed shop thus grants a maximum of security by preventing the 
hiring of people who are not union members. The union shop makes mem¬ 
bership a condition of employment after the lapse of a certain period of 
time. The maintenance-of-membership agreement compels workers who 
are union members to remain in the union. These and similar arrangements 
have become extremely widespread; in a 1959 study, four of every five 
union agreements under investigation contained a security clause. 1H 

Often union-security agreements are combined with the automatic 
checkoff of union dues or with the deduction of dues from the pay upon 
written authorization on the part of the workers. 

There has been considerable dissension about the justification of union- 
security agreements. Those who are opposed to them point out that it is 
the union, not labor, which is given security; that the agreements unduly 
enlarge the power of union leaders over unruly members; that it is a strong, 
not a weak union that is capable of obtaining a union security clause from 
the employer; that a worker who wants a job that is covered by the closed 
shop has no choice but to join the union; and that before the expiration of 
a contract, workers who would want to change their bargaining repre¬ 
sentative and arc likely to ask for an election are in danger of being expelled 
from the union. 

Union spokesmen, on the other hand, insist that employers who oppose 
union-security agreements do not act so on principle but desire to weaken 
the union. They point out that employers in the past were favorably dis¬ 
posed to closed-shop agreements with company unions; that union security 
is the outcome of a contract freely negotiated with the employer; that few 
unions protected by a closed shop are closed unions; that union-security 
agreements reflect the will of the majority of the workers, since the ma¬ 
jority is represented by the union; that they arc necessary for purposes of 
protection against antiunion employers, relieving the union from the bur¬ 
den of self-defense and organization drives; that they are necessary also to 

ls “Union-Security and Checkoff Provisions in Major Union Contracts, 1958-59,” 
U.S. Department of Labor, Bulletin No. 1272 (Washington, D.C.: U.S. Government 
Printing Office, 1960). 
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enable the union to live up to the contract by restraining undisciplined 
members; that all workers who are benefited by the union’s activities should 
contribute to its maintenance; and that the stabilization of the employer- 
union relationship makes for harmonious relations, as illustrated by past 
experience. 

While it is hard to reach perfectly definitive conclusions in a matter 
which essentially is one of individual judgment, opposition to union-secur¬ 
ity agreements has been strong enough to introduce severe restrictions in 
the 1947 legislation. The closed shop is outlawed; employers who would 
sign a closed-shop contract and subsequently, in their hiring or firing, dis¬ 
criminate against workers who are not members of the union, would com¬ 
mit an unfair labor practice—and so would a union that induces an employer 
to discriminate in this manner. A clear-cut exemption is stated only in favor 
of the union shop; by implication this applies also to the still more moderate 
maintenance-of-membership agreement. 

Once a union shop is established the union still must not insist on the 
discharge of a worker so long as he offers to pay his regular dues. But 
should he not pay them, he can still not be discharged if the employer has 
reasonable ground for believing that he was not offered admittance to the 
union on the same terms and conditions generally applicable to other mem¬ 
bers. If a union which operates under a union-shop agreement charges its 
members excessive dues, it commits an unfair labor practice. The automatic 
checkoff of union dues is no longer lawful. The employer must obtain a 
specific assignment in writing from each individual employee. 1 his is one 
of the rare instances where the Taft-Hartley Act imposes criminal penalties 
on violators. 

These regulations of union-security arrangements, restrictive as they 
are, arc still surpassed in stringency by the legislation of some nineteen 
states, primarily southern ones, which have outlaw ed the union shop. Where 
the state law is stricter than the federal regulation of union security, the 
state law will govern. This rule prevails because of an express authorization 
of the Taft-Hartley Act to the states in matters of union security. The state 
laws, known as “right-to-work” laws, have frequently been under attack. 
The Secretary of Labor, in an address to the CIO convention of December 
7, 1954, pointed out that they do not create any jobs, that they result in 
undesirable limitations upon the freedom to bargain collectively, and that 
they undermine the basic strength of labor organizations by restricting 
union security. 

4. The 1947 legislation outlaws payments by an employer to the union 
and threatens violators with criminal penalties. As noted before, an exemp¬ 
tion is stated in favor of the checkoff of union dues, provided certain re¬ 
quirements arc met. A second exemption legalizes employer contributions 
to the welfare funds maintained by many unions for the provision of medi¬ 
cal care, pensions, and insurance benefits to their members. The employer 
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may not make such contributions—and the union may not accept them— 
unless he is given equal representation in the administration of the fund, 
and provisions must be made for adjudication by some neutral person in 
the case of a deadlock. 

5. Collective agreements often provide for payment of wages during 
waiting periods or for the employment of people not actually needed on 
the job. Some of these arrangements are referred to as “featherbedding”; 
others, such as the so-called “call-in” practice which grants pay for the time 
during which w orkers are not assigned tasks, are generally acceptable and 
hallowed by traditions of long standing. The Taft-Hartlcv Act stamps as 
unfair labor practice demands for pay, “in the nature of an exaction, for 
services which are not performed.” The Supreme Court interprets this rule 
rather restrictivcly and refuses to outlaw such practices as the setting of 
“bogus” type by printers or musicians’ demand for work w hen none is to 
be performed. In the case of the printers the Court held that actual—though 
useless—work was performed by the setting up of forms that duplicated 
available “mats.” In the case of the musicians the union had follow ed a 
general practice by demanding the hiring of a local orchestra as a condition 
for permitting a “name band” to appear. 19 

The whole issue of featherbedding has assumed a new urgency as the 
result of automation and other manifestations of sw-ift technological change. 
Unions, fearful of unemployment among their members, occasionally try 
to resist technological change by pressing for adherence to old, established 
working rules. In the field of railroad transportation, for example, the 
introduction of diesel locomotives and of other types of modern equip¬ 
ment has placed the jobs of the firemen into a precarious position, and 
similar instances could be cited from other industries where unions insist 
on the retention of personnel made redundant by technological progress. 

6. The preceding paragraphs refer to the contents of collective agree¬ 
ments that are regulated by legislation. Additional guidance for the be¬ 
havior of employers and unions is provided by a list of unfair labor prac¬ 
tices. Some of these may be committed by the unions or the employers, 
others, only by either one of these groups. Neither employers nor unions 
may refuse to bargain collectively, and both arc forbidden to interfere 
with the workers’ right to join or refrain from joining a union. Kmploycrs 
may not discriminate against workers because of their union membership 
or because of the lack of such membership, and unions may not induce the 
employer to discriminate in this manner. As noted before, an exception is 
made in favor of the union-shop agreement. The employer may not dis¬ 
criminate against employees w ho file charges or give testimony against 
him. The follow ing are all union practices considered unfair: interference 

19 American Newspaper Publishers Association v. National Labor Relations Board , 
345 U.S. 100 (1953); National Labor Relations Board v. Gamble Enterprises , 345 
U.S. 117 (1953). 
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with the employer’s right to select such representatives a, he pleases for 
negotiation; strikes designed to force employers or self-employed person 
to join a labor organization; secondary boycotts; excessive initiation fee 
demands for wages to pay for services not rendered; “hot cargo' c< n 
tracts;- 0 certain types of picketing; and jurisdictional strikes. Both em¬ 
ployers or unions commit an unfair labor practice if they call a ’o-;kout 
or strike before the termination of a sixty-day period which has to expire 
before these weapons may be used with the view of pressing for a change 
in the terms of employment. These matters will be more fully discussed 
in the following section devoted to industrial conflict. 

In this context, there remain two points to be considered: political 
activities of unions, and the position of those employee groups that are 
exempt from the provisions of the Wagner and Taft-Hartlev Acts. 

Political Activities of Unions. As unions have grown to large-scale 
organizations, their financial support of candidates in Presidential and Con¬ 
gressional elections and primaries may carry considerable weight. Such 
support is unlawful under the provisions of the Taft-Hartlev Act. Unions 
may neither make political contributions nor direct expenditures. Their 
position in this respect is equal to that of corporations and more restricted 
than that of unincorporated businesses and employer organizations. The 
prohibition of direct expenditures apparently does not include support of, 
or opposition to, candidates in union journals financed by the dues of 
members. Nevertheless, these provisions have created considerable resent¬ 
ment in union circles. They are considered unconstitutional by some labor 
spokesmen, who have refused to abide by them. 

Position of Certain Labor Groups . The federal regulation of industrial 
relations in the Wagner and Taft-Hartley Acts applies only to industries 
engaged in interstate commerce, a concept whose significance will be more 
fully explored in Chapter 16. There is, thus, no federal guarantee of col¬ 
lective bargaining for local industries. These are under the jurisdiction of 
state laws, some of which contain provisions similar to those of the federal 
legislation. 

Government employees form another group that requires special treat¬ 
ment. They may organize in unions, and the latter may present grievances; 
collective bargaining in its full sense is, however, not possible for public 
employees, because their remuneration and other terms of employment 
are regulated by appropriation laws and other acts of the legislatures. Fed¬ 
eral employees are expressly enjoined from striking. If they do go on strike, 
they will be discharged immediately, lose their civil service status, and are 
not eligible for re-employment with the federal government during a period 
of three years. Several states follow a similar policy with respect to the 
participation in strikes by their employees. 


20 See below, p. 234. 
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The industrial relations of railroad employees are regulated by a special 
law, the Railway Labor Act of 1926. Provisions are made for mediation by 
a National Mediation Board. Another agency, the National Railroad Ad¬ 
justment Board, is charged with the interpretation of collective agreements 
in the case of a dispute over one. 

INDUSTRIAL CONFLICT AND ITS SETTLEMENT 

Representation Cases and Unfair Labor Practices, A union s claim to 
be the proper bargaining agent for the labor in a particular firm, industry, 
or craft is often controversial. Representation questions of this kind and 
charges of unfair labor practices are liable to give rise to industrial conflicts, 
and some weapons used in such conflicts are themselves in the nature of 
unfair labor practices. The speedy settlement of representation cases and 
redress against unfair labor practices is thus indispensable for reducing 
instances of industrial conflict. The law provides that matters pertaining to 
the proper representation of employees be decided by the National Labor 
Relations Board. This agency, a quasi-judicial tribunal of five members, 
maintains regional offices to which field examiners arc attached. Employees 
of the Board, though appointed by the latter, are under the direction of its 
General Counsel. 21 Representation procedures are initiated by the filing of 
a petition by the employer, employees, or a union, addressed to the National 
Labor Relations Board. The Board then investigates the petition and holds 
hearings. It then cither dismisses the petition or decides that an election 
should be held. When a union receives the majority of the votes cast, it is 
certified by the Board as the exclusive bargaining agent. 

The employer’s refusal to bargain with a union thus certified would 
amount to an unfair labor practice. Other instances of unfair labor prac¬ 
tices have been enumerated in the preceding section. If a party feels grieved 
by such a practice, it will file a charge with the National Labor Relations 
Board’s regional office, w hich will issue a formal complaint. Should it refuse 
to do so, an appeal may be launched to the General Counsel, who has final 
authority in this matter. After the complaint has been issued, a hearing will 
be held by the Board or a trial examiner. The Board then will cither dismiss 
the complaint or issue a ceasc-and-dcsist order. Neither the commission of 
an unfair labor practice nor disobedience to an order of the Board is a 
criminal offense. Board orders are enforceable by the Federal Circuit Court 
of Appeals; once this has confirmed the Board’s order, violation is punish¬ 
able as contempt of court, although appeals to the Supreme Court in certain 
issues may be possible. 

Unions in the Courts, Unions are unincorporated associations and have 
no legal personality. At common law, they can neither sue nor be sued. 
Federal statutes, how ever, allow- suits bv or against unions before the fed- 

- 1 This rule does not apply to the field examiners. 
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eral courts if certain requirements (diversity of citizenship, etc.) are give 
and in the great majority of the states, there are similar statutes granting 
unincorporated associations unreserved status in the state courts. The E i t- 
Hartlcy Act went one step further and allows, without restrictions, suits bv 
or against unions before the federal courts. The Act also affirms the respon¬ 
sibility of unions for acts of their agents but imposes it ngardlcss of au¬ 
thorization or ratification. Money judgments against the union can be col¬ 
lected only from union funds, not from the indivi lual members. 

Compared with the situation that prevailed before the passage of the 
Taft-Hartley Act, damage suits against unions thus are facilitated. If the 
collective agreement contains a no-strike clause, as it often did in the past, 
unions presumably become liable for damages arising from unauthorized 
strikes. But the employer is likewise liable for violations of union agree¬ 
ments. These generally impose a multiplicity of duties on him, and there 
arc thus manifold opportunities for damage suits based on alleged violations. 

In the past more than now, employers have used the injunction as a most 
effective weapon against unions. An injunction is a court order forbidding 
an action that the court considers a violation of rights. Such an order will 
be issued if irreparable damage threatens; if other legal remedies are inade¬ 
quate; if the interference with the rights of others threatens to continue; or 
if it involves a multiplicity of actions. With the help of injunctions, em¬ 
ployers in the past often were successful in breaking strikes. As has been 
seen the use of this weapon was much restricted by the Norris-LaGuardia 
Act of 1932, so that it was virtually of no use to employers seeking relief 
in the federal courts. The Taft-Hartley Act authorizes the National Labor 
Relations Board to petition the federal courts for an injunction whenever it 
has issued a complaint in an unfair-labor practice case. In the case of certain 
unfair labor practices the Board is under duty to seek such relief even 
before a complaint has been issued. 

Weapons Used by Employers in Industrial Conflicts. Not all means 
used by employers or unions in industrial disputes culminate in procedures 
before the courts. The most important disputes arise on account of w ages, 
hours, and other conditions of work; and the courts have no powder to fix 
these in the absence of an agreement among the parties. Economic pressure 
thus becomes the principal weapon used in industrial conflict, and from the 
point of view of the employer the lockout represents the most powerful 
pressure he can bring to bear upon employees. A lockout is the dismissal 
of all or certain groups of employees. It is in the nature of this weapon 
that it is likely to be wielded only in extreme cases, when other means of 
redress have failed. The lockout, especially if it entails a complete shut¬ 
down of the business, is financially harmful to employees and employer as 
well. 

Less drastic weapons include discrimination against union employees, 
blacklisting of intractable persons, use of strike breakers, espionage, main- 
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tenance of private police systems, and support of company unions. The use 
of most of these weapons is restricted by federal and state legislation. The 
Wagner Act and many state laws prohibit discrimination and blacklisting 
as coercive measures against union members, and company unions are in 
effect outlawed. The Byrnes Act of 1936 prohibits the interstate transpor¬ 
tation of strike breakers. 

The Strike and Other Weapons Used by Employees . The principal 
weapons of labor arc the strike, the “slowdown,” picketing, and the boy¬ 
cott. The strike, a concerted refusal to work, may involve a single craft, 
a plant, a firm, an industry, or all labor. The latter type is called general 
strike. A sympathetic strike occurs when union B goes on strike to support 
union A in a conflict. Members of union A may be employed in the same 
or in another concern. Jurisdictional strikes are caused by disputes between 
rival unions. Sit-down strikes occur when striking workers refuse to leave 
an employer’s premises. “Wildcat” strikes are strikes not authorized by the 
union. “Quickie” strikes occur ahead of attempts to settle grievances by 
negotiation and other peaceful means. 

Under the Wagner Act the right to strike was virtually unlimited; while 
the employer’s right to lock out was limited, in effect, to lockouts for 
economic reasons. As will be noted in the following section, the Taft- 
Hartley Act does not deny labor the right to strike but imposes certain re¬ 
strictions on the exercise of this right. 

Figure 29 supplies strike statistics for the United States. The amount of 
working time lost on account of strikes is generally less than half of 1 per 
cent of the total working time. In percentage of over-all aggregates the 
amount of time lost through strikes thus may seem negligible. Calculations 
of this sort may be deceptive, how ever, since the impact of a strike may 
be severely felt in many industries, accounting for much greater indirect 
consequences. 

Periods of intensive organization drives generally arc characterized by 
an increase in the number of strikes. Flic development during the thirties 
confirms this observation. The great upsurge of strikes during the postw ar 
boom of the forties, which did much to sw ay the legislature to favor the 
changes in the Wagner Act brought about by the Taft-Hartley Act, re¬ 
flected rising prices and pressure for higher wages. 

Do strikes pay? The economist of the General Motors Corporation has 
calculated that a strike of the United Automobile Workers from November 
21, 1945 to A larch 13, 1946 caused the employees a loss of earnings that 
could not be made up in less than eight years of work at the wage increases 
won through the strike. This example is apt to illustrate an observation 
made in the introductory section of this chapter, namely, that union policies 
cannot adequately be interpreted if the union is considered an agent that 
aims at the short-run maximization of monetary quantities. However the 
question of whether strikes “pay” cannot be answered in the form of a 
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general statement, even if the union is assumed to lose out in the conflict. 
A strike may pay, not in short-run financial terms, but in terms of principles 
won. It may serve as a warning to the employer not to try a certain action. 



FIG. 29. The amount of working time directly lost on account of strikes and other stoppages 
usually is less than Vi per cent a year. From U.S. Department of Labor, Bulletin No. 1258, 1959, 
p. 7. 

From a more narrowly financial point of view, much will depend upon the 
possibility of making up later the time lost during the strike. Other relevant 
factors include the seasonal character of an industry, the availability of 
substitutes, and the possibility of postponing the consumption of goods 
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produced by the industry. A strike may stimulate related branches of pro¬ 
duction; if an industry is plagued by persistent strikes, the use of substitutes 
may be encouraged. 

The “slowdown,” another weapon of labor in industrial conflicts, is the 
concerted slackening of operations. Under the Taft-Hartley Act, a “slow¬ 
down” is considered the equivalent of a strike. Picketing, still another 
weapon, is the patrolling of an establishment involved in a labor dispute, 
designed to prevent the entry of workers and draw the public’s attention 
to the conflict. The Landrum-Griffin Act of 1959 restricts certain types of 
picketing, especially those in support of a union’s organization drive or of 
workers not employed by the picketed concern. Apart from these restric¬ 
tions, picketing is lawful unless it is accompanied by fraud and violence. 
1 he Supreme Court in the past was inclined to make numbers the decisive 
element in its decisions concerning the lawfulness of picketing and has out¬ 
lawed mass picketing. In later years, less emphasis was placed on numbers 
or mass picketing and more on violence, coercion, and intimidation. Picket¬ 
ing is held to be an exercise of the constitutional right of freedom of speech 
and communication, indispensable in this form in modern industrial society. 
State legislation which completely outlaws picketing is unconstitutional. 

1 he boycott is the concerted attempt to prevent the use of the products 
of an employer with whom a union is involved in industrial conflict. In 
the past, boycotts were often made by outside parties, that is, groups of 
labor other than those directly involved in the conflict. This so-called 
“secondary” boycott is branded as unfair labor practice in the Taft-Hartley 
Act, but, in addition, under the Landrum-Griffin Act of 1959, the prohibi¬ 
tion applies not only to union pressure on secondary employees, as in effect 
it did under the original Taft-Hartley Act. In addition, union pressure on a 
secondary employer or agreements with him are also outlawed. This provi¬ 
sion put an end to the so-called “hot cargo” contracts. Under these, an 
employer, for example, a trucking concern, would make an agreement with 
the teamsters union, promising not to handle goods designated by the union 
as “hot,” that is, originating from a company involved in a labor dispute. 
The hot cargo clauses gave much support to the teamsters union’s own or¬ 
ganization drives among warehousemen and other employees handling 
merchandise. It also enabled the teamsters to assume a strategic role in sup¬ 
port of other unions engaged in organization drives or involved in conflicts 
with their employers. 

Settlement of Industrial Disputes . Industrial disputes may be settled 
through conciliation, mediation, arbitration, and investigation. “Concilia¬ 
tion, as the word is used by some writers, simply means negotiation by the 
paities to the conflict. If an outsider is called in the procedure is referred to 
as mediation.’ Other writers use conciliation and mediation interchange¬ 
ably for negotiations in the presence of a third party, who actively inter¬ 
venes by suggesting solutions for the settlement of the dispute. Mediation 
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may be practiced by appointees of the conflicting parties, by state media¬ 
tion agencies, or by the Federal Mediation and Conciliation Service, an 
office separated by the Taft-Hartley Act from the Department of Labor 
and instituted as an independent establishment. Arbitration differs from 
mediation in that the settlement is made by the outsider, not by the parties 
themselves. Arbitration procedures may be provided in collective agree¬ 
ments, or they may be decided upon in connection with a specific conflict. 

In the United States, all arbitration is voluntary in the sense that it is the 
outcome of private agreements. But once the parties have submitted their 
dispute to arbitration, they must abide by the award. In a few countries, 
most notably in Australia and New Zealand, there prevails compulsory 
arbitration, under which the parties are required by law to submit industrial 
disputes to arbitration. A similar experiment was initiated in the state of 
Kansas in 1920 but was terminated a few years later. 22 Instead of securing 
industrial peace, it had ushered in an era of violent labor troubles. While 
experiences abroad were more favorable, 23 there are only a few students of 
industrial relations who would propose a similar system for the United 
States. Most collective agreements set up a grievance machinery which 
often culminates in voluntary arbitration. Compulsory arbitration would 
run counter to these arrangements; it smacks of forced labor and if it is not 
obeyed, enforcement must be sought with the help of means rarely used in 
democratic societies. 

Compulsory investigation of industrial disputes as a method leading to 
their settlement has been practiced in Canada since 1907 and has of late 
come to the fore in the United States. In Canada, employers or unions in 
certain essential industries must give at least thirty days’ notice of intended 
changes in employment conditions. After this period has expired, they are 
still not at liberty to call a strike or lockout but must wait until the issue 
has been investigated and a report made by a board. Similar “cooling-off” 
periods have subsequently been provided by legislation in many states, 
starting with Colorado in 1914 and followed after an interval of over two 
decades by Georgia, Minnesota, Michigan, and others. A similar device has 
been incorporated in the Taft-Hartley Act. Regulation of this type has not 
always proved successful. It is presumably based on the notion that strikes 
are called in haste. Actually the more important strikes are carefully planned 
maneuvers that often involve an clement of surprise. Under the cooling-off 
provision, labor is deprived of the opportunity to utilize this important 
factor. Proper timing may spell the success or failure of a strike. Moreover 
the need to live up to a number of formal requirements may tend to inflate 

22 The Supreme Court, in a case concerning a meat-packing firm, outlawed com¬ 
pulsory arbitration on the ground that the industry was not affected with a public 
interest. Wolf Packing Co. v. Court of Industrial Relations , 267 U.S. 552 (1924). 

28 Sec A. K. C. Hare, Industrial Relations in New Zealand (London: J. M. Dent 
& Sons, 1947); Mark Perlman, Judges in Industry: A Study of Labour Arbitration in 
Australia (Melbourne: Melbourne University Press, 1954). 
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relatively minor differences into full-blown labor disputes. And if the wait¬ 
ing period is rather lengthy, the strike becomes an ineffective weapon in 
many industries, especially in those affected by seasonal fluctuations or 
where there is much opportunity for the accumulation of reserve stock¬ 
piles. 

Notwithstanding these objections the Taft-IIartley Act provides for 
cooling-off periods as well as for compulsory investigation. Two proce¬ 
dures arc outlined, one for general cases and another for national emer¬ 
gencies. Under the general procedure, unions or employers who wish to 
change the terms of employment must serve written notice on the other 
party sixty days before the change can become effective. If the issue re¬ 
mains unsettled after thirty days, the federal and state governments must 
be notified. Employees as individuals can, of course, lay down their jobs 
at any time. But if they go on strike before the sixty-day period has ex¬ 
pired, they can be dismissed; and the employer is not obliged to rehire 
them. If an employee acts improperly during the cooling-off period, he is 
threatened by loss of his job. The employer, on the other hand, is, in the 
case of such an action, exposed to a formal complaint which after delay 
may result in a cease-and-desist order of the National Labor Relations 
Board, eventually to be enforced by the courts. 

A more elaborate procedure prevails in cases where a strike or lockout, 
or the threat of it, affects substantially an entire industry and imperils the 
national health or safety. In these cases the President of the United States 
is authorized to appoint a board of inquiry. A report is made, filed with the 
Federal Mediation and Conciliation Service, and submitted to the public. 
The report does not contain any recommendations. The idea behind this 
arrangement is that, if recommendations were to be forthcoming, the parties 
might be discouraged from bargaining in earnest or from arbitration, be¬ 
cause each w ould deem it advantageous to wait first for the recommenda¬ 
tions of the board. 

Subsequently the President may direct the Attorney General to petition 
the courts for an injunction prohibiting the threatened or existing inter¬ 
ruption of essential production. The board is then reconvened to make a 
second report within sixty days. This is again made public, and within fif¬ 
teen days the National Labor Relations Board takes a secret vote of the 
employees as to whether or not they wish to accept the final offer made 
by the employer. 24 This vote is taken separately for the workers of each 
employer in the industry. After five more days the injunction is discharged. 
The President then submits a report of the proceedings to the Congress 
and may make recommendations for action. During the eighty days (sixty 

24 Union spokesmen have raised special objections to this feature. They point out 
that no large corporation is required to take a ballot among its stockholders before it 
adopts a particular labor policy. 
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plus fifteen plus five) during which the injunction is in force, a strike or 
lockout is prohibited. After this period it becomes lawful; the expectation 
is, of course, that the dispute will have been settled in the meantime. 

This national-emergency feature of the Taft-Hnrtley Act was invoked 
seventeen times during the period from 1948 to 1960. Injunctions were 
sought in thirteen cases. In seven instances a vofe of the employees was 
taken regarding the employer’s final offer. In all these instances the offer 
was overwhelmingly rejected. Only in a few cases were the injunctions 
clearly effective in bringing about a settlement of the conflict. Critics of 
the national-emergency procedure consider it as unduly rigid. They would 
prefer the replacement of the single, detailed procedure by an arrangement 
that would be more flexible and would make available a choice of proce¬ 
dures that would fit each individual case and thereby secure its early set¬ 
tlement. 23 


SUMMARY 

The growth of the business unit and of collective action among busi¬ 
nessmen is paralleled by the rise of labor organizations. How ever, the non- 
unionized component of the labor force is still far larger than the number 
of union members. Public opinion and legislation pertaining to labor unions 
have shifted from opposition to neutrality, toleration, and encouragement. 
The present stage of development is characterized by increasing regulation 
and restraint of the labor movement. 

The principal function of labor unions consists of collective bargaining. 
Unions compensate for the individual employee’s weakness. When they 
succeed in raising wages, this often means that the fruits of increased pro¬ 
ductivity are distributed to labor. They also have given the individual 
employee new dignity and a new status. 

Industrial relations are regulated by the National Labor Relations Act 
of 1935, the Labor Management Relations Act of 1947, and the Labor- 
Management Reporting and Disclosure Act of 1959. The first guarantees 
collective bargaining and defines unfair labor practices of employers. The 
second adds a list of unfair labor practices of unions and restricts their 
pow er otherwise. The third combats corruption and boss rule in labor 
unions. 

Industrial disputes are settled by conciliation, mediation, arbitration, 
and investigation. 

2r> See Harry H. Wellington, “Labor Disputes: When Should the Government in¬ 
tervene?” New Republic , January 11, 1960, pp. 11 fT.; Sumner H. Slichter, “Revision of 
the Taft-Hartley Act,” Quarterly Journal of Economics , Vol. LXVI1, No. 2 (May, 
W.*), pp. 149 -80; A. Howard Myers, “Kvaluating the Proposed Labor-Law Changes,” 
Harvard Business Review , Vol. XXXII, No. 3 (May-Junc, 1954), pp. 124-32. 
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STUDY QUESTIONS 

1. In general, what are the two broad methods by means of which unions may 
try to raise wages and working conditions? 

2. Is individual bargaining a realistic alternative to collective bargaining: 

3. What is meant by an “improvement factor”? 

4. What is the effect of unionization on the wages of the unorganized w orkers? 

5. What is the effect of unionization on productivity? 

6. How effective is the “union vote” in political elections? 

7. Why has the number of trade-union members been virtually constant in 
recent years? 

8. Samuel Gompers once referred to the AFL as a “rope of sand.” What did 
he mean by this? 

9. Has expulsion from the AFL-CIO been an effective means for improving 
the quality of the labor movement? 

10. What are the principal provisions of the National Labor Relations Act? 

11. What are the principal provisions of the Taft-Hartley Act? 

12. What are the principal provisions of the Landrum-Griffin Act? 

13. What is a yellow-dog contract? 

14. Why is it so difficult to achieve rule by democracy for the internal relations 
of unions? 

15. What is the difference between jurisdictional disputes and union raiding? 

16. What are the pros and cons of right-to-work laws? 

17. Is there a right-to-work law in your home state, and if so, what are its 
provisions? 

18. What are the functions of the National Labor Relations Board? 

19. What is a hot-cargo clause? 

20. Why are strikes undertaken even if they may not “pay” in terms of dollars 
and cents? 



Chapter 
11 


THE QUEST FOR JUSTICE 
IN DISTRIBUTION 


The modern discussion of income distribution centers largely around 
the problems created by inequality. It may be paradoxical that these 
problems pose themselves principally 7 in wealthy societies. Maldistribu¬ 
tion of income, its concentration, and redistribution do not tend to be¬ 
come issues of public concern as long as the total quantity' available for 
distribution is small. When it grows to be larger, income concentration 
is considered obnoxious. Want that is unavoidable is felt as a lesser evil 
than want that society permits to persist though it is capable of elimi¬ 
nating it. In prewar Kngland, a country inferior in wealth and income to 
the United States, want was characterized as “a needless scandal due to 
not taking the trouble to prevent it.” 1 As Lord Beveridge, the author of 
the well-known security scheme mentioned on page 292, has pointed out, 
the resources of the F.nglish wage-earning class w ere then so large that 
want could have been abolished “by a redistribution of income within 
the wage-earning classes, without touching any of the wealthier classes.” 

But it is not only the desire to eliminate want that inspires those 
who argue in favor of greater equality in distribution. High concentra¬ 
tions of wealth and income make for class divisions of society that run 
counter to the democratic spirit. T hey enable people to acquire posi¬ 
tions of great economic power and, from such vantage points, to manip¬ 
ulate the forces of politics. 

Moreover, a person’s disposition of his income, his consumption 
and saving, varies with his income level. Of a large income, a larger 
proportion is saved than of a small one. Greater concentration of in- 

1 William. H. Beveridge, Social Insurance and Allied Services (American ed. t New 
York: Macmillan Co., 1942), p. 165, 
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comes encourages the rate of saving, while greater diffusion stimulates 
consumption. If investment activity slackens, as it may do in wealth' 
societies where much capital has been accumulated and as it general'V 
tends to do during the depression phase of the business cv r, it is 
considered helpful to strengthen consumption; and this car . c ac¬ 
complished by reducing the concentration of incomes. 

Greater equality democratizes what formerly was luxury consump¬ 
tion; greater concentration makes it a privilege ff the wealthv. This is 
especially important in connection with those goods which, in demo¬ 
cratic societies, are considered privileges of all citizens regardless of 
income: health care and education. 

There are some who would go further still and insist that everybody 
should be guaranteed a decent minimum income, in the form, perhaps, 
of what may be called a negative income tax. Such a plan would place 
a floor on poverty without imposing a ceiling on rewards. It is, how ever, 
easier to formulate such programs than to implement them bv means 
of acceptable policies. While many people presumably are opposed to 
concentration of incomes, very few favor complete equality. The field 
of action lies between these two extremes, but its range is so wide that 
there is much opportunity for dissent and controversy. Economic science 
as yet has not arrived at a stage where an optimum income distribution 
could be defined, and perhaps it will never do so in the future. The 
economist is thus ill-equipped to contribute to the solution of a dilemma 
that for long has plagued students of political institutions. Both liberty 
and equality rank high among ideals of democracy, but they are not 
easily reconciled. Liberty, if absolute, tends to entail great inequality; 
and complete equality requires an environment kindred to that of the 
prison or of military barracks. It is thus one of the greatest tasks of 
democratic statesmanship to provide conditions under which liberty 
and equality will both flourish.- 

Vague as the ideas expressed in the preceding paragraphs may seem, 
they appear to support what has been called a certain leveling process. 
But this process must not go too far. In an economic society organized 
such as is ours, monetary incentives play an important, perhaps the 
most important, role in inducing people to bring forth their highest 
efforts. If equality is driven too far, our economic motivation may lose 
in strength, to the disadvantage of all—unless new motives emerge in 
place of the strictly economic ones and as forceful as these. There is, 
furthermore, the family motive, which induces people to build up an 
estate that they can pass on to their children and heirs. Excessive level¬ 
ing may frustrate the family motive, thereby drying up a significant 

-For a more complete discussion of this matter, see William Ebenstein (ed.\ 
Modern Volitical Thought: The Great Issues (New York: Rinehart & Co., 1954), 
cliap. v. 
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wellspring of economic effort. If we lev el too much, all of us may lose 
ground; and the floor beneath us may be lower than it was before. 

With this direction of the distributional ideal in mind, we may now 
turn to the study of the principles that determine the distribution of 
incomes. Subsequently thereto, facts and figures illustrating income dis¬ 
tribution will be presented and long- and short-term trends ascertained. 
We shall see that income concentration has been much diminished in 
recent decades. T he chapter is concluded with a survey of the prin¬ 
cipal policies that affect distribution. 

PRINCIPLES DETERMINING THE DISTRIBUTION OF INCOMES 

For purposes of preliminary clarification, we must distinguish first 
between functional and personal distribution. Functional distribution 
refers to the share in total product or income received bv the owner of a 
productive resource (land, labor, capital, entrepreneurship) in return 
for his co-operation in the process of production. Functional distribu¬ 
tion thus can he formulated as a problem of relative factor prices. But 
pcrsoiv.fi income, an individuals receipts during a given petuid t\\\\C, 
reflects nor only the prices of productive services under his control but 
also the range over w hich this control extends. In the absence of slavery, 
everybody controls his own labor power; the amount of other productive 
assets under his jurisdiction mirrors the distribution of wealth. Personal 
distribution thus is determined by functional distribution and bv the 
distribution of wealth. 

Of the two, only functional distribution submits to the tools of tech¬ 
nical economic analysis, which has produced a general principle for its 
explanation. All that can be said in general terms about the distribu¬ 
tion of wealth is that it reflects a society’s legal and political institutions, 
its culture, and historical development. We will turn first to functional 
distribution and then consider the distribution of wealth. 

Functional Distribution. Economic theory deals with the distribution 
of income to the various factors of production in rhe economy as a 
whole, in a particular industry, and within a single enterprise, using 
the same principle of explanation for all factors and on all three levels 
of analysis. Classical economics had failed to explain rhe size of a fac¬ 
tors reward with the help of a general principle. It preferred to dis¬ 
tinguish the several factors of production on the basis of different 
income payments (rents, wages, profits, interest) that observation 
show ed to exist and then to explain the size of these incomes by means 
of specific criteria. 

The classical economists were also inclined to consider the cost of 
labor as the principal determinant of the value of goods. During the 
later decades of the nineteenth century, increasing attention came to be 
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paid to the subjective valuation of goods by their users. This finally 
emerged as an important determinant of value. In consequence of this 
development, factor rewards now came to reflect the value of the goods 
in whose production the factor had co-operated. With the victory of 
the marginal principle the demand schedule for factors was identified 
with their marginal revenue product schedule. . 

What does this mean? In brief, so the theory runs, the employment 
of factors of production is subject to diminishing returns, which set in 
after the stage of efficient combination of the various factors has been 
reached. As additional units of a factor are employed, they will only 
cause diminishing additions to the total value of the product. This 
addition, or increment, resulting from the last factor hired, is called 
marginal revenue product. It differs in accordance with the quantity 
of factors that are employed and tends to fall as this increases. Rewards 
of the factors will tend to be equal to their marginal revenue product. 
If their reward is smaller, more of them w ill be hired, because the re¬ 
sulting addition to revenue is greater than their costs. If the reward is 
larger than the marginal revenue product, factors will be taken out of 
employment, because their contribution to revenue falls short of their 
costs. Since for each level of employment of a factor there is a different 
marginal revenue product, the latter will indicate the quantity of a 
factor demanded at different factor prices. Marginal revenue product 
schedules and demand schedules for factors thus are indentical; they 
indicate the marginal revenue products as w r ell as the rewards at 
different levels of factor employment. 

The simplicity and generality of the marginal productivity theory 
of distribution have brought it w r orld-widc acclaim. Here w'as a theory 
that on the outset explained the shares of the various factors of pro¬ 
duction by means of the same principle. Furthermore, it contained a 
mechanism of self-adjustment that was bound to silence all those who 
questioned the justice of the prevailing distribution system. If every 
factor’s worth tended to determine its reward, the wind w as taken out 
of the sails of those w f ho pleaded for changes in distribution. The 
marginal productivity theory thus came to assume a highly apologetic 
character. But criticism developed soon. The marginal productivity the¬ 
ory, if it is designed to explain reality, has to lose much of its uniform 
character and must suffer substantial modifications, allowing for differ¬ 
ences among the various productive shares. It has contributed little to 
the analysis of the supply schedule of the several factors. Therefore, it 
is not a theory of distributive shares but rather an explanation of the 
demand for the services of productive agents under highly restrictive 
assumptions concerning the buyers’ market. Its assumptions are, on the 
whole, so remote from reality that its application to the problems of 
life has often discredited those w ho attempted it. Markets for factors 
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.ire impure, and factors are neither mobile nor divisible with the 
ease required by the theory. To ascertain the marginal value product of 
a factor employed in modern large-scale enterprise is a task that would 
tax the resources of the most versatile accountant, and, indeed, there 
is evidence that such a task rarely if ever is attempted. 3 The operation 
of nonmonetary factors, lack of knowledge and mobility, the growth of 
collective action and of government regulation all contribute to restrict 
the field where the marginal productivity theory of distribution can 
supply a meaningful explanation of actual factor rewards. 

The Distribution of Wealth . All income is derived either from work 
or from wealth. As working capacity is more widely diffused than the 
ownership of productive assets, the distribution of incomes from work 
would, at first glance, seem less concentrated than the distribution of 
incomes from wealth. 7 his is indeed true, in spite of the fact that 
differential rates of return for work of the same type persist with great 
obstinacy in the face of theoretical postulates that call for their equaliza¬ 
tion. 4 Other factors that account for differences in income from work 
are based on the uneven incidence of native abilities, of talent, intelli¬ 
gence, opportunity, and of luck. Such incomes often vary with a per¬ 
son s bargaining strength, which in turn is conditioned by his with¬ 
holding power, liquid reserves, and other wealth. 

Income from wealth is more concentrated than income from work, 
and wealth itself is distributed more unevenly than income. Complete 
data of the national w ealth of the United States and its distribution are 
not available, and it is more than doubtful whether such information 
can ever be assembled in the proper form. Fragmentary 7 investigations 
confirm, however, that wealth is highly concentrated. In England, 1 per 
cent of the persons aged 25 and over presumably owned 50 per cent of 
total private property in 1946, a proportion that had gradually dropped 
fiom 70 per cent in 1911—1$.** As will be seen later, events during the 


1 The discussion of these matters was much stimulated by a questionnaire study 
which pointed out the divergence of business behavior from that postulated by the 
theory. See R. L. Hall and C. J. 11 itch, “Price Theory and Business Behavior,” Oxford 
Economic Papers, No. 2 (1939), pp. 12-33. For comment, sec communications by 
R. A. Lester, Fritz Machlup, and G. J. Stiglcr, “Marginalism and Labor Markets” 
American Economic Review , Vol. XXXVII, No. 1 (March, 1947), pp. 135-56 and 
references there cited. rr ’ 


Factors will not remain in employments where they forego alternative oppor¬ 
tunities offering higher rewards; i.e., their “opportunity costs” (returns that could be 
had m other employments) will tend to be equated with actual rewards. The theory 
ot opportunity cost was first formulated by the American economist H. J. Daven- 
pp^^ 611931 ^ Econovtlcs °f Enterprise (New York: Macmillan Co., 1913), 


•’ H. Campion, Public and Private Property in Great Britain (Oxford- Oxford 
University Press, 1939), p. 109; Kathleen M. Langley, “The Distribution of Canted 

V' w‘A C l m 19,6-58 and 1946-47,” Institute oj Statistics Bulletin, Vol X1H 
No. 2 (Oxford University: February, 1951), p. 47. * ’ 
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past decades have exerted powerful pressure toward greater equality of 
wealth distribution in England. For the United States, it was estimated 
in 1921 that the wealthiest 2 per cent of the population held 40 per cent of 
total assets. A later estimate, relating not to total wealth but only to hold¬ 
ings of marketable securities, indicates that, as of 1949, 3 per cent of al> the 
spending units holding such securities owned 65 per cent of their total. A 
still more recent estimate of the share of the wealthiest 0.5 per cent of the 
population reveals that this top group held approximately 30 per cent of the 
total wealth in 1922, 32 per cent in 1929, 19 per cent in 1949, and 25 per 
cent in 1956, denoting a marked, though not intermissionless, decline in 
inequality. 0 

Who are the very wealthy? Fortune magazine published a survey in 
1957, which lists the names of 76 Americans with fortunes estimated from 
$75 million to $1 billion. These are not the richest persons in the w orld: this 
honor is held by the oil sheiks of Arabia. But the w ealthiest American and 
about one in three of the whole group are connected with the oil business 
or owe their fortune to it. The income tax favors this group because an oil 
producer may reduce his taxable income by a substantial depletion allow¬ 
ance. Of the 76 persons with fortunes of $75 million and up, one in two owes 
his wealth to inheritance, and this group again overlaps with the one 
connected w ith the oil business. Where great wealth is neither inherited nor 
based on oil, real estate and banking appear to be its principal sources. 

TABLE 12 

Percentage Distribution ok Sources ok Income, by Income Brackets, 

United States, Individual Income Tax Returns, 1957* 


Wages Other Sources of Income 

AND- 

Salaries All Dividends Capital Gains 


Under 10. 88 12 2 .7 

10-100. 58 42 8 8 

100-500. 22 78 38 17 

500-1,000. 8 92 48 38 

1,000 and over. 2 98 64 27 


* IJ.S. Treasury Department, Internal Revenue Service, Statistics of Income: Individual Income Tax Returns 
or 1 ( J 57 (Washington, D.C.: U.S. Government Printing Office, 1959), P- 7 . 1 . 


Income 

($ 1 , 000 ) 


With wealth concentrated among the higher-in.comc levels, income 
from wealth accuring during any given period represents a larger propor- 


0 W. 1. King, “Wealth Distribution in the Continental United States at the Close 
of 1921,” Journal of the American Statistical Association , Vol. XXII (June, 1927), 
pp. 135-53; J. Keith Butters, Lawrence E. Thompson, and Lynn L. Bollinger, Effects 
of Taxation: Investments by Individuals (Boston: Harvard Business School, Division 
of Research, 1953), p. 391; Robert J. Lampman, “Changes in the Share of Wealth Held 
by Top Wealth-Holders, 1922-1956,” Review of Economics and Statistics , Vol. XLI, 
No. 4 (November, 1959), p. 386. 









246 CURRENT ECONOMIC PROBLEMS 

tion of higher incomes than of smaller ones. 1 his tendency is illustrated in 
Table 12 where the percentage distributions of the sources of income are 
given for various income levels. Almost nine tenths of the incomes of the 
people at the bottom of the scale are from wages and salaries, and less than 
3 per cent from dividends and capital gains. As income rises the proportion 
of wages and salaries gradually declines, and those of dividends and capital 
gains increase. Capital gains, it should be noted in passing, are considered 
income only for purposes of the tax collector but not for the purpose of 
computing the national income. It should also be noted that capital gains 
are underestimated in this tabulation because not all of them are subject to 
taxation. 

The distribution of wealth which at a given moment prevails reflects 
the whole complex of a country’s institutions and many years of past 
development. Especially important arc the customs and laws with respect 
to inheritance. Where they favor one child, the oldest or the youngest, 
higher concentration of wealth will ensue. Traditionally the freedom of 
bequest is limited in many legislations by the legitim which must be paid to 
certain family members. But the leveling effect of this is not great, 
especially if it is considered in conjunction with such factors as size of 
family and differential birth rates. In advanced societies the number of 
children per family has gradually become smaller; and if birth rates con¬ 
tinue to vary inversely with the socioeconomic status of the parents, the 
institution of inheritance as a factor making for concentration of wealth and 
income weighs doubly heavy. 

As time goes by, a given concentration of wealth will become more 
pronounced and thus make for higher concentration of income, unless 
countervailing forces arc set in motion through tax policies or through 
the diffusion of their fortunes by the heirs of the wealthy. With the bulk 
of the income from wealth accruing to the higher-income classes, a large 
proportion of it is saved and added to the capital, thereby producing still 
more income. In a similar way the concentration of incomes tends to pro¬ 
mote further concentration of wealth. Inequality thus feeds on inequality. 

THE DISTRIBUTION OF INCOME 

Size of Distributive Shares . In the United States, income from work 
absorbs the largest, and a fairly stable proportion of total income. Table 
13 indicates that the total compensation of employees is regularly in the 
neighborhood of two thirds of the total personal income. A slight upward 
drift of the percentage is noticeable. Of the incomes of proprietors, farm 
income is on the decline, reflecting the reduction of the absolute size of our 
agricultural establishment as well as unfavorable price developments. Inde¬ 
pendent business and professional people have gained from the rise in prices 
after the Great Depression, while rental income as well as dividends and 
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interest are less than they were in 1930. Transfer payments to veterans, 
pensions, and the like have grown to larger proportions than dividend or 
rental income. 


TABLE 13 

Percentage Composition of Personal Income bv Distributive Shares, 
1930, 1935, 1940, 1945, 1950, 1955* 


Year 

Wage 

and 

Salary 
Receipts f 

Proprietors’ and 
Rental Income J 

Divi¬ 

dends 

Per¬ 

sonal 

Inter¬ 

est 

Trans¬ 

fer 

Pay¬ 

ments 

Total 

Farm 

Income 

Business 
and Pro¬ 
fessional 

Rental 

Income 

1930. . . 

. 02 

5 

9 

6 

7 

9 

2 

100 

1935. . . 

. 61 

8 

8 

4 

5 

10 

4 

100 

1940. . . 

. 63 

6 

10 

5 

5 

7 

4 

100 

1945. . . 

. 69 

7 

11 

3 

3 

4 

3 

100 

1950. . . 

. 65 

6 

10 

4 

4 

4 

7 

100 

1955. . . 

.... 69 

4 

10 

3 

4 

5 

5 

100 


* U.S. Department of Commerce, National Income (1951 Ed., Washington, D.C.: U.S. Government Printing 
Office, 1951), pp. 150 f.; Survey of Current Business, July, 1959, p. 11. 

t Including other labor income. 

t Of unincorporated enterprises, including inventory valuation adjustment. 

PersonaI Income Distribution: International Comparisons. Compari¬ 
sons of personal income distribution may be made for different years of a 
given country or for a number of countries. Such fragmentary data as are 
available indicate that over long periods (of fifty years and more) income 
tends to be more equally distributed. Among the various countries the 
greatest degree of equality prevails apparently in the advanced democracies 
of Australia and New Zealand. In prewar times, incomes were most con¬ 
centrated in the scmifeudal societies of Japan, Latin America, and south¬ 
eastern Europe. Prewar England had a bit more concentration than the 
United States. 7 

Soviet Russia . Complete equality, while an ideal of utopian thinkers, 
has never existed in actual societies. Soviet Russia considers itself on the way 
from the transitional stage of socialism to that of communism, under which 
inequalities arc to disappear. It is nevertheless surprising to what extent 
new inequalities have arisen there after the consolidation of the prerevolu¬ 
tionary classes. As regards income from wealth, there would presumably be 
little of it because no private citizen can own means of production or 
employ labor in a productive enterprise. Income from wealth may originate 
from saved income from work. Savings are officially encouraged and 
interest may be earned on them, but they were repeatedly expropriated 
after World War II. Until 1926 the value of legacies was restricted, but 

* ^ or scc Colin Clark, The Conditions of Economic Progress (London: Mac¬ 
millan & Co., Ltd., 1940), p. 425. 
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now money can be passed on to heirs along with other peisonal property. 
Thus, while all are supposed to be equal as far as wealth is concerned, some 
arc more equal than others, and instances have become known of large 
estates—of 500,000 rubles—being passed on to heirs. Death taxes do not cut 
into these as they are no more than 10 per cent. Inequality is, however, much 
more pronounced with respect to income from work, in part as a result of 
the widespread use of incentive pay, under which labor works at piece 
rates and managers under a bonus system. The differential between the pay 
of the unskilled and the highly skilled workers is much greater in the 
Soviet Union than in the United States, where such differentials have de¬ 
clined. In the United States, a skilled worker earned about twice as much as 
an unskilled one at the turn of the present century, and only about one and 
one-half times as much at midcentury. In Soviet Russia, a skilled worker 
earns 2.8 times as much as an unskilled one in some employments, 3.5 times 
in others, and 4.5 times in still others. 8 

According to recent reports, a farm worker may earn about 400 rubles 
a month; a factory worker, 800; a manager of an enterprise with 700 em- 
plovees, 1,500; one who manages a larger enterprise with 1,100 employees, 
2,750; the manager of a very large enterprise with 30,000 employees, 4,000; 
the official in charge of Moscow city finances, 5,000; top artists and univer¬ 
sity department heads, 6,000 to 7,000; top scientists, 20,000; top politicians, 
30,0007'' As the income tax is very low, ranging, as it does, from 5 to 13 per 
cent, the differences in take-home pay reflect fairly well the differences 


TABLE 14 

Distribution of Family Personai. Income among Each Fifth and Top 5 Per Cent 
of Consumer Units,* 1929-.58 f 


Proportion of 
Consumer Units, 


Family Personal Income, Per Cent 


Ranked by Size 
of Income 


Lowest fifth 
Second fifth 
Third fifth 
Fourth fifth 
Highest fifth 

Total. . 

Fop .5 Per Cent. 30 


1944 


4.1 4.1 4.9 

9.2 9.5 10.9 

14.1 15.5 10.2 

20.9 22.3 22.2 

51.7 48.8 45.8 

100.0 100.0 100.0 

20.5 24.0 20.7 


1950 

19',4 

1958 

4.8 

4.8 

4.7 

10.9 

11.1 

11.1 

10.1 

16.4 

16.3 

22.2 

22.5 

22.4 

46.1 

45.2 

45.5 

100.0 

100.0 

100.0 

21.4 

20.3 

20.2 


1929 1935-30 1941 


13 

14 
19 

54 

100 


* A consumer unit consists of a group of related persons who live together and pool their funds. 

t U.S. Income and Output. A Supplement to the Survey of Current Business (Washington, D.C.: U.S. Govern¬ 
ment Printing Office, 1958), pp. 44, 161; Survey of Current Business, April, I960, p. 14, and passim. 


8 Robert VV. Campbell, Soviet Economic Power (Boston: Houghton Mifflin Co 
1960), p. 135. ' ’’ 

Wall Street Journal , August 13, 1959. The official exchange rate at that time was 
4 rubles for $ 1, hut in terms of purchasing power the ruble was worth substantially less, 
perhaps one tenth of $1. 7 
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in wages and salaries. The differences are further accentuated by the turn¬ 
over tax, the principal source of public tax revenues, which is regressive to 
income. The inequality of money incomes from work is compensated in 
part by the availability of free services in education, health care, recreation, 
and the like. But, if the reconciliation of liberty and equality is considered 
the criterion of a wisely organized society, the Russian record is not 
impressive. There seems to be no more equality and much less liberty than 
elsewhere. 

United States . The distribution of family personal income in the United 
States is shown in Table 14, where consumer units are ranked by family 
income and then divided into five groups of 20 per cent each, those with the 
lowest income, with the second lowest, and so forth (see also Fig. 30). The 

Family Personal Income In 1959 

Distribution by income bracket 

Percent of 

Families and Percent of 

Unattached Aggregate 

Individuals Income 

30 20 10 0 O 10 20 30 

INCOME 
BRACKET 

$16,000 
ond over 

$14,000- 

15.999 

$ 12 , 000 - 

13.999 

$ 10 , 000 - 

11.999 

$ 8 , 000 - 

9.999 

$ 6 , 000 - 

7.999 

$4,000- 

5.999 

$ 2 , 000 - 

3.999 

Under 
$ 2,000 


U. S. Department of Commerce, Office of Business Economics 60*4-6 




FIG. 30. To the left, there is shown the distribution of income receivers by income brackets; to 
the right, the distribution of income. Note that this is income before taxes; also that it does not 
include capital gains. From Survey of Current Business, April, 1960, p. 9. 



250 CURRENT ECONOMIC PROBLEMS 

table then indicates the per cent of income earned by each fifth of the 
consumer units as well as the share of income of the top 5 per cent of all 
consumer units. As can be seen, the share of the fifth of consumer units with 
the highest incomes is in the neighborhood of 50 per cent of total income. 
This share, 54 per cent in 1929, subsequently fell to 45.8 per cent in 1944. 
At this level it has remained during the more recent period, standing at 
45.5 in 1958. Similarly, the share of the top 5 per cent of income receivers 
has fallen from 30 per cent in 1929 to about 20 per cent in 1944 and subse¬ 
quent years. These developments show a marked decline in inequality of 
income, because the diminution of the share of the groups with the highest 
incomes meant that the shares of all other groups increased, as they did 
during the period under study. 

The leveling-off process, which lasted until 1944, reflects the strong 
demand for labor during World War II, when employment rose rapidly 
and hours of work were lengthened. Another important factor was the 
increase in agricultural prices which did much to raise farm income in the 
lower brackets. Of similar significance was the incidence of rising wage 
rates, which was most distinctly felt by low-paid workers. 

Expressed differently, the leveling-off process may be said to show that 
during the period under study the all-around increase in incomes was most 
pronounced for families in the lower- and middle-income groups. This is 
brought out in Table 15, where the percentage increase in average income 
is shown for each of the five fifths of consumer units and for the top 5 per 
cent. 

TABLE 15 

Average Family Personal Income of Each Fifth and Top 
5 Per Cent of Consumer Units, 1935-36 and 1957* 


Proportion of Consumer 
Units, Ranked by Size 
of Income 

Average Income in 

1950 Dollars 

1935 36 1957 

Per Cent 
Increase 

Lowest fifth. 

607 

1,263 

108 

Second fifth. 

... 1,349 

2,979 

121 

Third fifth. 

.. . 2,063 

4,309 

109 

Fourth fifth. 

... 3,075 

5,914 

92 

Highest fifth. 

.. . 7,591 

12,054 

59 

Total. 

.. . 2,937 

5,304 

81 

Top 5 Per Cent. 

.. . 15,582 

21,453 

38 


* Statistical Abstract of the United States , 2959 (Washington, D.C.: U.S. Government Printing 
Office, 1959), p. 316. 


Table 16 shows the per cent distribution of spending units by brackets 
of money income in 1958. Note that money income in this connection 
refers to income received in the form of money, that is, exclusive of income 
in kind. As the table indicates, no less than 30 per cent of the spending units 










THE QUEST FOR JUSTICE IN DISTRIBUTION 


251 


—that is, related persons who live together and pool their funds—had 
money incomes of $6,000 and more in 1958, a highly favorable state of 
affairs. 


TABLE 16 


Per Cent Distribution of the Nation’s Spending Units, 
by Money Income Classes, 1958* 


Money Income Class, Dollars 

Under 1,000. 

1 . 000 - 2,000 . 

2,000-5,000. 

5,000-4 ooo. 

4,000-5,000. 

5,000 6,000. 

6,000-7,500. 

7,500-10,000. 

10,000 and over. . . 

All classes. 


Per Cent of Spending 
I Tnits iti Class 

. 7 

. 15 

. 12 

. 12 

. 12 

. 12 

. 12 

. 12 

. 8 

.100 


* Federal Reserve Bulletin , July, 1959, P. 713. 


The average family income was $6,220 in 1958 and $6,470 in 1959. How 
does this average income compare with one required to support a family 
reasonably well by American standards? Budgets that reflect such standard 
requirements have been set up by a number of authorities: the U. S. Depart¬ 
ment of Labor, the Community Council of Greater New York, and the 
Heller Committee for Research in Social Economics at the University of 
California. For the New York City, the first source gives an estimate of 
$5,970 as the minimum needed for a modest but adequate standard of living 
of a family of four in 1960. Figures for the West Coast cities arc about 10 per 
cent higher, and for a number of cities in other regions of the country they 
are slightly lower (see Table 17). The budget for a family of two is 66 per 
cent of that of the four-person family. A three-person family gets along 
with about 87 per cent, and a five-person family would require about 120 
per cent. 

The Heller budget, which yields approximately the same totals, has an 
interesting breakdown into the various articles of consumption. This budget 
allocates 30 per cent to food, 12 per cent to housing, 10 per cent to income 
taxes, 9 per cent to transportation, 8 per cent each to clothing and upkeep, 
and to medical and dental care; about 4 per cent each to insurance, house¬ 
hold operation, house furnishings, and recreation. From 1 to 2 per cent each 
is allowed for each of such items as personal care, tobacco, union dues, and 
gifts and contributions. Less than 1 per cent is left for reading and education. 

The Problem of Poverty. An average, being indicative of the central 
tendency, beclouds the situation in which those find themselves whose 
income is below the average. Twenty per cent of all spending units had 
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TABLE 17 

Workers’ Family Budgets for Four, Twenty Large Cities, 1960* 


City and 
Suburbs 

Total 

Budget 

Food 

and 

Beverages 

Rent, 
Heat, & 
Utilities 

Other 
Goods & 
Services 

Other 

Costs 

Pers. 

Taxes 

Atlanta. 

.. .$5,642 

SI,614 

51,151 

S2,l 76 

$268 

$544 

Baltimore. 

. . . 5,718 

1,626 

1,004 

2,321 

268 

610 

Boston. 

... 62117 

1,867 

1,240 

2,237 

258 

725 

Chicago. 

. . . 6,667 

1,761 

1,386 

2.470 

258 

702 

Cincinnati. 

... 6,100 

1,7.34 

1,203 

2,226 

258 

679 

Cleveland. 

... 6,199 

1,696 

1,191 

2,419 

268 

636 

Detroit. 

... 6,072 

1,761 

1,040 

2,400 

258 

613 

Houston. 

. . . 6,670 

1,486 

941 

2,196 

258 

490 

Kansas City. 

. . . 6,964 

1,6.31 

1,117 

2,342 

258 

616 

Los Angeles. 

. . . 6,286 

1,747 

1,178 

2,400 

294 

666 

Minneapolis. 

. . . 6,181 

1,647 

1.160 

2,368 

258 

758 

New York. 

. . . 6,970 

1,863 

1,018 

2,182 

273 

649 

Philadelphia. . . . 

. . . 6,898 

1,826 

9.64 

2,191 

258 

670 

Pittsburgh. 

. . . 6,199 

1,889 

1,012 

2,363 

258 

677 

Portland, Ore.... 

. . . 6,222 

1,746 

1,046 

2,390 

258 

782 

St. Louis. 

. . . 6,266 

1,694 

1,298 

2,279 

258 

737 

San Francisco. . . 

. . . 6,804 

1,796 

1,079 

2,467 

294 

669 

Scranton. 

. . . 6,693 

1,768 

871 

2,206 

258 

601 

Seattle. 

. . . 6,662 

1,844 

1,298 

2.466 

258 

702 

Washington. 

. . . 6,147 

1.684 

1,226 

2,289 

258 

690 


* U.S. Department of Labor, Release of August 26, i960. 


money incomes of less than $2,000 in 1958. This low-income group has 
certain characteristics which, if we know them, can he of help in indicating- 
possible ways of improving the economic status of at least some of its 
members. In this connection, the following factors stand out among the 
elements responsible for a family’s low income: 10 

/. Residence and Type of Employment. One out of every four low- 
income families lives on a farm. The money income of the farm people, low 
as it is in many cases, is, of course not an entirely satisfactory measure of 
their economic status, since the farm population tends to supplement its 
money income by consuming its own farm products. 

2. Age. While persons 65 years of age or older constitute only 8.5 per 
cent of the total population, an estimated 25 per cent of the people with low 
incomes belong to this age group. The incidence of poverty rests especially 
heavily upon old people. Some of them arc unable to continue productive 

10 Robert J. Lampman, “The Low Income Population and Economic Growth,” 
Joint Economic Committee, 86th Cong., 1st sess.. Study of Employment, Growth and 
Price Levels, Study Paper No. 12 (Washington, D.C.: U.S. Government Printing 
Office, 1959), pp. 6ff. Information on minimum requirements for a reasonably decent 
standard of living may be found in “Minimum Earnings Necessary for Decent Standard 
of Living,” AFL-CIO, Collective Bargaining Report , Vol. Ill, No. 6 (June, 1958), 
pp. 33 If. 
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activities, hut many of them are vigorous enough to work and could earn 
higher incomes if employers would not perfer young persons. 

Still more important, in terms of numbers, than the aged are children 
within the low-income group. It is estimated that at least one out of each 
three people in this group is a child under 18, approximately 11 million all 
told, that is, about one fifth of all children. These children, without fault of 
their own, suffer from the disadvantages of poverty early in life, which may 
block their advanced education and careers. 

3. Color . Nonwhite families constitute 10 per cent of all families hut 
they are 22 per cent of all families with income under $2,000. This dispro¬ 
portion reflects the low economic status of the Negro. 

4. Education. About two thirds of the heads of the low-income fami¬ 
lies have not advanced in their education beyond the grammar school. This 
observation illustrates the cumulative nature of some of the factors listed 
here: the income-earning capacity of many farm families and of many 
colored families is further depressed by inadequate education. 

5. Disability . There arc an estimated 1 to 2 million disabled persons 
who are in need of vocational rehabilitation. Virtually all of these persons 
are in the low-income group. 

6. Lack of Skill. One out of every four employed heads of the low- 
income families were found to be in unskilled occupational groups. Again 
the disabilities of color and inadequacy of education are often combined 
w ith underdevelopment of skills. 

Determinants of Income. Some of the factors listed above are of 
general importance in determining a person’s income. Income tends to 
reflect a person’s wealth, occupational status, place of residence, color, sex, 
and age. 

I he relationship betw een income and wealth has been noted before. 
As to occupational status the variations of earnings in different occupations 
reflect differences in the relative scarcity of skills and abilities and in the 
attractiveness of jobs, differences in bargaining strength, as well as people’s 
imperfect mobility. If everybody w ere equipped with the same skill, ability, 
and bargaining strength, if all jobs were equally attractive, and if all persons 
were perfectly mobile, differences in rewards w ould tend to disappear. 
Actually the prevailing differences in income from work are substantial. An 
average farm laborer has a money income of less than $1,000 per year, 
whereas the average income of a self-employed professional worker exceeds 
$10,000. Wage rates show considerable differences. In construction, for 
example, common laborers w ere paid an hourly rate of $2.65 in April, 1960, 
while skilled laborers received $3.96. Farm w age rates were $1.03 per hour 
(without board and room). Common labor employed in road building w r as 
paid at the rate of $1.95 an hour. These rates again varied greatly with the 
locality in which the trade w as practiced. 
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TABLE 18 

Distribution of Families and Individuals by Median Money Income, 
by Specified Characteristics, United States, 1958* 

Median Money 
Income , in Dollars 


All families. 5,087 

All individuals not in families. 1.480 

Occupational status: Families headed by: 

Farm laborers and foremen. 2,188 

Farmers. 2,556 

Laborers, except farm and mine. 4,089 

Clerical and kindred workers. 5,692 

Craftsmen and foremen. 6,018 

Sales workers. (>,268 

Self-employed proprietors (except farm). 5,995 

Salaried professional workeis. 7,494 

Salaried managers and officials. 7,862 

Self-employed professional workers.11,029 

Place of residence: 

Farm families. 2,747 

Rural nonfarm families. 5,048 

Urban families. 5,469 

( Jolor: 

White families. 5,500 

Nonwhite families. 2,711 

Sex: 

Male persons, 14 years and overf. 8,700 

Female persons, 14 years and overf. 1,200 

Age, families headed by persons of ages: 

14 24. 8,788 

25 84. 5,207 

45 44. 5,704 

45 -54. 5,738 

55 64. 5,158 

65 and over. 2,666 


* Bureau of the Census, Current Population Report, Series P-60, No. 33, January 15, I960, 
t Persons with money income. 


Table 18 shows the distribution of families by their median money 
income in 1958, by the occupational status of the family head, the place of 
residence, their color, and the age of the family head. Median money 
incomes are further shown for male and female persons. (Median incomes 
are calculated by ranging families or persons in accordance with their 
income and then taking the family or person in the middle of the group.) 

People living in urban families earn more, on the average, than people on 
farms. The higher urban incomes, of course, do not necessarily imply a 
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higher status of welfare. There are differences in the cost of living which 
make a farm dollar go farther than an urban one. Also, farm families tend to 
receive income in kind which is not included in money income. The 
median money income of an urban family was $5,469 in 1958; that of a farm 
family, $2,747. Income tends to rise with the size of the urban community. 
The income of the average white family is nearly twice as high as the 
income of an average nonwhite family. Males have higher incomes than 
females. Income tends to increase with age, reaching, for the average of all 
income receivers, a peak at ages 45-54. Among different occupational cate¬ 
gories, there are considerable differences in the age at which the income 
peak occurs. An unskilled laborer will reach peak income much earlier than 
a physician. 

Professional Income. Income is rather closely related to education 
(see Fig. 31). This is not surprising, since the higher-paid occupations 
often require a more elaborate formal education. On the average, a college 
education is worth approximately $120,000, the life earnings of the college 
graduate being worth that much more than those of an average high school 
graduate. Life earnings of an elementary school graduate have been esti¬ 
mated at $140,000, those of high school graduate $200,000, and those of a 
man who completes four or more years of college at $320,000. n 

A professional person, on the average, must undergo a period of training 
lasting seven years before he can find employment in his chosen field. Dur¬ 
ing this period he not only fails to earn an income, but he must also incur 
considerable expenses for training and livelihood. In a way, there are a 
number of nonmonetary advantages of professional careers. Professional 
life has a certain amenity and prestige value; and it tends to last longer, bv 
a few years, than the life expectancy of the general population. But there 
are also monetary advantages of a professional career. Among the various 
professions, the physicians rank first in average income, followed by the 
lawyers and dentists. The average net income of lawyers exceeds $12,000; 
that of physicians is close to $20,000. However, the average relationship 
beclouds the fact that a fairly successful lawyer has the chance to earn an 
income substantially larger than that of a fairly successful physician. The 
superior average earnings of physicians reflect such factors as the relatively 
high cost of a medical education, the long training, and the difficulty of 
entry into a medical school. 

It goes without saying that within each profession there are substantial 
deviations from the average income. There are explanations on hand for 
some measure of deviation. For example, in the field of law it was found 
that the incomes of lawyers who had been enrolled in a full-time law schoul 

11 Report of Paul G. Glick and Herman Miller, submitted to the American So¬ 
ciological Society convening at Washington, D.C., September 2, 1955. The figures given 
there have been raised by 20 per cent to account for the increase in average income 
since 1955. 



AGE (YEARS) 
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and/or had graduated from college exceeded on the average by 50 per cent 
the incomes of lawyers not so trained. In the mass and on the average, there 
are also substantial differences in the incomes of lawyers who have gradu¬ 
ated from different schools. 12 Studies of the incomes of a large sample of 
attorneys in New York City found the incomes of Yale and Cornell gradu¬ 
ates 50 to 60 per cent in excess of the incomes of graduates of other 
schools. 13 In an earlier study the average life earnings of Harvard-graduated 
attorneys have been estimated as twice those of other attorneys. 14 Differ¬ 
entials such as these do not necessarily reflect only differences in the quality 
of the training received at the various schools; they may mirror the social 
connections of the graduate and the social and economic status of his 
family. 

Further differences in the incomes of lawyers relate to the size of the 
law firm, measured in terms of the number of partners, the size of the 
community in which the lawyer practices, and his age. Special caution 
must be observed in the interpretation of these relationships. An attorney 
may not have a high income because he is associated with a large number 
of partners; but he may, instead, be associated with a large number of 
partners because he has a large practice with a high income. 

It has frequently been estimated that the costs incurred on the occasion 
of professional training, high as they are, fall short, by a substantial margin, 
of the money value of a professional man’s earnings over his anticipated 
useful life. 15 Hence, while the community at large pays more for profes¬ 
sional service than the equivalent of the cost of professional training, pro¬ 
fessional training is a good “investment.” If more of such investments were 
made, the supply of professional services would increase and bring about a 
fall in their price. Why, then, do no more young persons prepare them¬ 
selves for a professional career? At first glance, it may seem that the decisive 
factor is the natural scarcity of talent suitable for professional work. How¬ 
ever, a recent study of a sample of high-school graduates reveals that of 100 
high-school graduates in the quartile of highest ability, only 45 entered 
college.™ Only a fraction of all talented young people go to college; and of 
these, only a fraction will attend a professional school. 

To some extent this situation reflects inequality of educational oppor¬ 
tunities at the higher level. Our system of popular education provides free 
training on the primary and secondary level as well as scholarships for 

12 Milton Friedman and Simon Kuznets, Incorne from Independent Professional 
Practice (New York: National Bureau of Economic Research, 1945), p. 236; Seymour 
E. Harris, The Market for College Graduates (Cambridge: Harvard University Press, 
1949), p. 37. 

18 Melvin M. Fagen, “Status of Jewish Lawyers in New York City,” Jewish Social 
Studies , Vol. I, No. 1 (January, 1939), p. 97. 

14 J. R. Walsh, “Capital Concepts as Applied to Man,” Quarterly Journal of Eco - 
nomics, , Vol. XL1X (February, 1935), p. 267. 

15 Friedman and Kuznets, op . cit ., pp. 390-91. 

16 Seymour E. Harris, op , cit., p. 132. 
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college and university training. But, in spite of this, the probability of a 
student from a family with a low income going to college is significantly 
less than that of equally able students from high-income families. 17 

Another factor which explains the relative attractiveness of professional 
earnings has already been alluded to. It is the institutional restriction on the 
freedom of entry into certain professions. These restrictions are especially 
pronounced in the field of medicine, in which professional incomes are the 
highest. Every year the number of college graduates seeking entry into a 
medical school exceeds the number of those who gain admittance. Restric¬ 
tionism, while originally designed to lift the standards of medical educa¬ 
tion and practice, is responsible for the failure of the rate of physicians 
per population to increase with rising standards of real income and 
consumption. 

Managerial Income . Income from work in excess of that earned by 
professional people accrues to a small number of artists as well as to the top 
management of large corporations. The total compensation of the chairman 
of the General Motors Corporation, the largest manufacturing concern in 
the country, was more than $670,000 in 1959, a substantial amount, but 
$ 100,000 less than a former chief executive of the firm had earned four years 
earlier. The chairman’s compensation included $201,000 in salary, $352,000 
in bonuses, and $117,000 in contingent credit available for stock options. 
Such options allow the officer to purchase shares of stock of the corpora¬ 
tion at a stated price within a certain period of time. According to a 
tentative estimate, the chairman’s pay, after taxes, would be $112,000. This 
shows how large an amount the income tax takes from high incomes from 
work. 

Corporation executives with a compensation of several $100,000 belong 
to a small elite. The magazine Business Week , w hich prepares an annual 
survey of this matter, indicates that in 1958 there were 25 top executives 
receiving $300,000 or more. Officers of General Motors, General Electric, 
and of the major steel companies stand out in this group. The large bulk of 
corporate officers earn $100,000 and less. 

Income from Wealth . Our federal income tax law is written in such 
a way that a person receiving income from wealth usually is in a better 
position to reduce the burden of the tax than a person who receives the 
same amount of income from work. This observation may be illustrated by 
the experience of our millionaires, a species that is by no means extinct. 
Indeed, as the Wall Street Journal of June 22, 1960, points out in comment¬ 
ing on a series of stories about new’ millionaires and how' they have made 
their fortunes , “government figures indicate more individuals have become 
millionaires since World War II than in any comparable earlier period.” 

According to the Internal Revenue Service, 267 income tax payers 

17 Seymour L\. Harris, How Shall We Pay for Education? (New York; Harper & 
Bros., 1948), p. 10. 1 
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reported incomes of $1 million or more in 1955. In 1950, their number had 
been only 219. The average income of this group as reported for income 
tax purposes was slightly in excess of $2 million before the income tax, and 
$1.1 million after the income tax. These figures do not include income 
from tax-free interest on municipal bonds, which are held, in the main, bv 
persons of wealth, nor do they indicate the exact amount of long-term capi¬ 
tal gains, which receive a privileged treatment under our income tax laws. 

The bulk of the millionaires’ income was earned in the form of capital 
gains and dividends, each reported with about $1 million by the average 
member of the group. As the capital gains include an unknown amount of 
long-term gains, of which only 50 per cent is reported, the actual capital 
gains were substantially larger than $1 million. Although 75 per cent of the 
millionaires had salary income, this constituted less than 2 per cent of their 
total income. 

Measuring Income Distribution . If we wish to make comparisons of 
the distribution of income over time or among different groups of people, 
we frequently use judgments, such as “equality has improved” or “con¬ 
centration is less in this group than in that one.” Since it is unsatisfactory to 
characterize a given distribution in this fashon, quantitative devices for the 
measurement of concentration arc called for. The most widely used of 
these devices is the so-called “Lorenz curve,” an innovation introduced bv 
the American statistician M. O. Lorenz in 1905. 

This method of measuring inequality operates with the help of a 
system of co-ordinates whereby cumulated percentages of income re¬ 
ceivers are measured along one axis and cumulated percentages of income 
along the other. If all earned the same amount of income, a given percentage 
of receivers would always earn the same percentage of income. The Lorenz 
curve, which indicates the distribution of incomes, would then be a straight 
diagonal line. In the face of prevailing inequality, the Lorenz curve will 
deviate from this line; and the greater the deviation the more pronounced 
the degree of concentration (see Fig. 32). 

DISTRIBUTION POLICIES 

Changes in income distribution may result as a consequence of public 
policies. If operating in one direction, they will make for greater concen¬ 
tration; and if operating in the other, for wider diffusion. In the following 
discussion, emphasis is placed on policies that reduce concentration; supple¬ 
mentation of the analysis should generally not be difficult. We will consider 
first public policies of taxing and spending; subsequently the promotion of 
competition; and finally wage policy. 

Taxing and Spending. Income concentration may be diminished by 
means of disbursements from the public treasury. In the modern democratic 
state, expenditures of the government for social purposes increase nearly 
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Lorenz Curves for the Distribution of Family Personal 
Income, 1935-36 and 1950 



Percent of consumer units cumulated from lowest 

FIG. 32. This graph illustrates the Lorenz curve by showing one curve for the distribution of 
family personal income in 1935-36 and another for 1950. Notice the diminution of inequality 
during the intervening period. Source: Selma Goldsmith and Associates, "Size Distribution of 
Income Since the Mid-Thirties,” Review of Economics and Statistics, February, 1954, p. 8. (Harvard 
University Press.) By permission. 

all the time. The redistributive effects of such expenditures depend, of 
course, on the way in which they are financed. If the poorer part of the 
population defrays them, it receives, as a group, only the equivalent of its 
original contribution. It seems that such is the case when expenditures for 
social purposes are relatively novel; at that stage of the development, they 
are often the corollary of a highly regressive tax system. But as the tax sys¬ 
tem becomes more progressive and the range of social expenditures widens, 
a certain amount of income is redistributed; and as time goes on, it gradually 
increases. Such, at least, was the development in England, where social 
policies date back to an earlier period than in the United States. In 1913 the 
British working classes contributed more to government than the cost of 
social services. But in 1925, their contribution had fallen, in relative terms, 
to 85 per cent of these; and in 1935 the decline reached 79 per cent. In 1937 
the amount of income redistributed via social services from the rich to the 
poor was estimated at 5 to 6 per cent of the British national income 18 

The progressive income tax is the principal element of the revenue 
system facilitating such a development. In the United States the federal 
income tax is steeply progressive. Average income tax liabilities for different 
income brackets are shown in Table 19. Although few of the taxes levied 

1s Tibor Barna, Redistribution of Incomes Through Public Finance in 1931 (Ox¬ 
ford: Clarendon Press, 1945), p. 69. 
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TABLE 19 

Average Federal Personal Income Tax Liability in Relation to 
Family Personal Income at Different Income Levels, 1958* 


Proportion of Consumer 
Units, Ranked by Size 
of Income 

Average Family 
Personal Income 

Average Income Tax 

Amount 

Per Cent 
of Income 

I.owest fifth. 

1,459 

$ 46 

3.2 

Second fifth. 

.... 3,478 

191 

5.5 

Third fifth. 

.... 5,106 

348 

6.8 

Fourth fifth. 

.... 7,016 

580 

8.3 

Highest fifth... 

.... 14,254 

1,901 

13.3 

Total. 

.... 6,263 

613 

9.8 

Top 5 Per Cent. 

.... 25,276 

4,694 

18.6 


* Income does not include capital gains, and income tax does not include tax on capital gains. 
Survey of Current Business, April, I960, p. 14. 


by the state and local governments are progressive, nevertheless the relative 
importance of the federal personal income tax in our tax system—federal, 
state, and local taxation combined—is so pronounced that our tax system is 
progressive relative to income, that is, the percentage it takes from income 
increases with increasing incomes. Our progressive income tax, while it 
stems further concentration, in itself does not promote increased equality. 
A tax policy aiming at this goal would be confronted by considerable diffi¬ 
culties. It would require substantial changes in income taxation and entail 
an upheaval in state and local taxation. As to the effects of our huge public 
expenditures on the distribution of income, no recent study of this com¬ 
plicated matter is on hand. Income concentration, and, more directly, 
wealth concentration are influenced by the taxation of estates and in¬ 
heritances. These matters are discussed more fully in Chapter 18. Their 
consequences have been more far-reaching in England than in the United 
States, where a large initial exemption and “estate planning” limit the effects 
of the estate tax and where only a relatively small amount of the income 
of the wealthy feels the full effect of top-bracket income tax rates. In 
England, on the other hand, the number of people receiving incomes of 
£ 6,000 and over, after income tax, which was 7,000 in 1938-39, has de¬ 
clined to 45 in 1945-46, and while it has risen again to 900 in 1958, the 
development nevertheless marks the decimation of a class that for long had 
wielded great pow r er in the community. 

Promotion of Competition . Progressive income taxation reduces the 
realized profits of existing enterprises as well as the prospective gains which 
new firms hope to make. Hence, its effects on investment may be unfav¬ 
orable. If the competitive character of the economy can be strengthened, 
this will tend to diminish income concentration without, perhaps, produc¬ 
ing adverse effects on new investment. In this case the rate of profit earned 
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by monopolistic enterprises would fall, but the decline of monopoly power 
would manifest itself in the organization of new firms. 

In a wider sense the equalization of educational opportunities will 
help in making the economy more competitive. If educational opportuni¬ 
ties are available to the poor and the rich on an equal footing, greater 
diffusion of income will be promoted, because those who do not already 
possess income-producing w ealth will in the position to strengthen their 
income-earning capacity. 

Wage Policy . In the United States the secular, or long-term, trend 
of wages is upward; and that of working hours, downward. These tenden¬ 
cies reflect the operation of factors that have been studied before: the rise 
in the American worker’s productivity and the growing strength of the 
labor movement. If output per man-hour increases on the average at a rate 
of 3 per cent per year, as it did, for example, in manufacturing and mining 
over the period from 1919 to 1939, output per man-hour would double in 
23 years. 

Hourly real earnings did indeed double during the first third of the 
present century, and they increased fivefold if a hundred-year period, say 
that from 1820 to 1920, is considered. 19 During shorter periods of time, 
real wages may, of course, lag behind productivity or productivity behind 
real wages. But over longer stretches of time the advance of the one will 
mirror itself in the progress of the other. 

Since about a century ago, when normal weekly hours of work were 
close to 70, rising real-wage rates have been accompanied by falling hours 
of work (see Fig. 33). During the last decades of the nineteenth century, 
the American Federation of Labor assumed leadership in the movement 
for the eight-hour day. When the five-day week became popular during the 
twenties, weekly hours fell below fifty. Later on the forty-hour week 
became standard. In 1959 the AFL-CIO went on record proposing a 35- 
hour workw eek of five seven-hour days. 

Fhe secular fall in working hours and the increase in productivity 
are by no means unrelated phenomena. Unduly long hours depress output 
per hour; and w hen hours become excessively long, total output will fall. 
Flic increase in productivity over the last century was more continuous 
and gradual than the decline in hours. Hours of work tend to remain fixed 
over relatively long periods of time until standards of normalcy change. 

During the past hundred years, real w^age rates have risen at a rate 
considerably faster than that which characterized the decline in working- 
hours. Working hours may have been nearly cut in half, while real-wage 
rates increased roughly five times. There was consequently a substantial 
rise in real annual earnings of labor, in the face of increased leisure. 

Fhe stability of the share absorbed by labor from the national income, 
which during the recent periods fluctuated around 66 per cent, seems to 

19 Harold G. Moulton, Income and Economic Progress (Washington, D.C.: Brook¬ 
ings Institution, 1935), pp. 180 ft. 
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indicate that the great improvement in the workers’ standard of living did 
not significantly curtail the relative share of other groups. 1 hus, collective 
bargaining, the progress of social legislation, or any other forces that 
increased real earnings of labor apparently did no more than appropriate 
for labor the gains from productivity. 

Social legislation has indeed been instrumental in placing a ceiling on 
hours and a floor under wages. State legislation, which in this matter 
preceded that of the federal government, was for many years unable to 
cope with constitutional difficulties. More about this will be found in 
Chapter 16. But where state legislation was allowed to prevail, enterprise 
soon found itself at a disadvantage when it competed with businesses located 
in states where similar legislation did not apply. Finally Congress passed a 
Public Contracts Act in 1936 and two years later the Fair Labor Standards 
Act. The former established on a contract basis labor standards for the 
guidance of firms doing business with the federal government. Hours arc 
limited to forty; overtime pay is provided for work in excess of that period; 
and wages may not fall short of the prevailing minimum. The Fair Labor 
Standards Act covers certain types of employment in interstate commerce 
or the production of goods for interstate commerce. The forty-hour week 
is to be the standard working week; if longer hours are required, they must 
be paid for at a rate of time and one half of the ordinary. 20 The statute 
established a minimum hourly wage that was gradually to rise from 25 to 40 
cents in 1945. This legislation was backed by persons especially interested in 
the welfare of unorganized workers. Instances were quoted of rewards as 
low as 2 or 3 cents, not in factories, but in lines of work where home 
industries had persisted. The Act thus was designed not only to protect 
workers but also those employers who were eager to maintain standard 
conditions of work. Agricultural labor, a type of work that does not lend 
itself to regulation of hours, was exempted from the Act, as were many 
other types of workers. The legislation was felt to be of especial significance 
for the South, where the terms of employment were distinctly inferior 
compared with the rest of the country. As time went on, rising wages and 
prices reduced the effectiveness of the statutory minimum wage, and it was 
raised to 75 cents in 1949. This again proved inadequate in view of the 
progress of inflation, and the minimum was increased to $1 in 1956. 

SUMMARY 

The modern discussion of income distribution centers largely around 
the problems created by inequality. While few people are attached to the 

20 The Fair Labor Standards Act was modified by the Portal-to-Portal Act of 
1947. This Act establishes new criteria for the determination of compensable work- 
rime preliminary or posrliminary to the employee’s principal activities. See United 
States Department of Labor, Wage and Hour Division, General Statements as to the 
Effect of the Eortal-to-Eortal Act of 1H1 on the Fair Labor Standards Act of 1938, 
November, 1947. 
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ideal of complete equality, most would presumably support a certain 
leveling process. Functional and personal distribution must be distinguished. 
Functional distribution theory of the marginal productivity variety identi¬ 
fies the demand schedule for factors with their marginal revenue product 
schedule. 

Wealth is more concentrated than income; and income from wealth, 
more than income from work. In the absence of countervailing tendencies, 
a given concentration of wealth will tend to become more pronounced as 
time goes by. 

In the United States, income from work absorbs the largest, and a 
fairly stable, proportion of total income. Personal income has become more 
widely diffused during the 1940’s. 

Changes in income distribution may result as a consequence of public 
policies. Fiscal policies of taxation and spending, the competitive character 
of the economy, and wage policies are significant in this connection. 
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STUDY QUESTIONS 

1. How docs the distribution of income affect the rate of saving? 

2. What is the nature of the conflict between liberty and equality? 

3. What is the difference between functional and personal distribution of 
income? 

4. Does the marginal productivity theory of distribution provide a complete 
interpretation of factor prices? 

5. Why is wealth more concentrated than income, and income more than 
consumption? 

6. What do you know about the distribution of income in Soviet Russia? 

7. With what personal characteristics does poverty tend to be correlated? 

8. What is the relation between income and age? 

9. What is the relation between income and education? 

10. What is the Lorenz curve? 

11. Since the 1930’s, has the distribution of income in the United States become 
more concentrated or less so? What factors account for the development? 

12. On what grounds would you oppose the leveling tendency of income dis¬ 
tribution? 

13. What policies support the leveling tendency of income distribution? 

14. What has been the trend of hours of work over the past hundred years? 

15. What arc the principal provisions of the Fair Labor Standards Act? 

16. What is the minimum wage at the present time? 

17. What are the principal factors affecting the distribution of wealth? 

18. Why are professional incomes high on the average? 

19. Why are the average incomes of physicians higher than those of other pro¬ 
fessional groups? 

20. Why is the average income of a graduate of the Harvard Law School higher 
than the average income of lawyers? 



LIFE INSURANCE, 

SOCIAL SECURITY, AND 
INDUSTRIAL PENSIONS 

RISK AND INSURANCE 

The Nature of Risk . The incomes which accrue to most people in 
the ordinary business of life may generally suffice to meet common 
needs. But life is full of adverse chances, of events that happen as 
a result of unpredictable forces. The incidence of such chances is 
called “risk.” In a few cases the adverse event is bound to take place 
eventually, with the uncertainty limited to its exact time. In other 
cases, it is not certain whether or not the event will occur at all. Risks 
cause losses, monetary and other kinds. Ordinary income often does 
not suffice to cover the monetary losses that arise from risks. 

Moreover, some risks are so general in their character that society 
has made arrangements designed to redistribute the losses that follow 
from such risks. This is indeed the essence of insurance, which contains 
a guarantee of compensation for loss or damage by a specified contin¬ 
gent event—fire, death, shipwreck, sickness, and the like. All insurance 
is organized and financed on the basis of the so-called “law' of large num¬ 
bers.” This law' states that many phenomena, if they are studied in the 
mass, will occur in accordance w ith logical or statistical probabilities. 
A coin may fall head or tail, and nobody can predict how it will fall if 
tossed once. But if it is tossed very often, the percentage of heads will 
closely approximate that of tails. 

In the case just discussed, it is a logical probability on which the 
stability of the mass phenomena is based. A similar stability prevails 
in cases where statistical probabilities can be calculated. If it has been 
observed that 12 out of 1,000 people die per year in North Dakota at 
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the age of 50, a very similar death rate can be expected to prevail in South 
Dakota. 

The Principle of Insurance . As has been noted, insurance is designed 
to redistribute losses from risks. This is accomplished by the combination 
of a large group of people exposed to the same risks who reimburse those 
members who actually suffer losses. The amount of contribution, or 
premium, required from each member can be calculated on the basis of past 
mass observation. Insurance differs from gambling in that gambling creates 
risks. Insurance in itself does not eliminate risk but diffuses its incidence by 
distributing the loss over large numbers. 

Some risks can be more easily insured and others less so. depending on 
the degree to which the contingency is foreseeable in the mass. If the 
insured pays enough, almost any risk will be insurable, but few will want 
to purchase such expensive insurance. Because of the nature of the risk 
involved, private insurance companies have shied from certain types of 
insurance. Unemployment, for example, is not an insurable risk, because it 
is not predictable and might assume catastrophic dimensions. Hence the 
unemployment compensation system is operated by the government. 
Insurance whose purchase is mandatory and which is sold by public 
agencies is called social insurance. It is designed to protect those who might 
otherwise not buy insurance against certain common risks. 

In this chapter we will deal first with life insurance, the most widely 
bought type of private insurance, and then turn to social insurance and 
industrial pensions. Apart from life insurance, insurance companies sell a 
great number of different types of insurance—against fire, burglary, theft, 
hail, frost, rain, disability, financial liability, and many other contingencies. 

LIFE INSURANCE 

General Economic Significance. The economic significance of insur¬ 
ance does not rest exclusively upon its function of distributing losses. The 
purchase of insurance, especially of life insurance, has become so common 
that the reserves of the companies, and with them their financial power, 
have grown at a stupendous rate. The number of life insurance policies— 
14 million at the turn of the century—has increased to over 300 million; the 
amount of life insurance outstanding is now over $600 billion, twice as 
much as in 1953. 

On the average, there are five life insurance policies per American 
family, totaling over $11,000 of insurance per insured family. Over-all 
figures such as these must, however, be interpreted with caution. While 
there were 267 million policies in force in 1958, with an average insurance 
of $1,800 per policy, more than one third—107 million—of these policies 
were of the “industrial” variety soon to be described. The industrial policies 
averaged a mere $400. Estimates for the year 1958 indicate that 6 of 7 fami- 



LIFE INSURANCE, SOCIAL SECURITY , PENSIONS 269 

lies owned some type of insurance. But 46 per cent of these families put lo 
than $100 per year into life insurance premiums in 1956, the last year f r 
which such data are available, and this amount ordinarily buys less r- i 
$3,000 of insurance. 

The payments, or premiums, of the insured arc collected into rec.ve 
funds from which benefit payments are made. The insurance compan . will 
want to find remunerative investments for the money in its fund Total 
assets of the life insurance companies are now close to $120 billion, approxi¬ 
mately as much as the (even faster growing) combined assets of the mutual 
savings banks and savings and loan associations, other important reservoirs 
of people’s savings. The assets of the life insurance companies are the equiv¬ 
alent of about four fifths of the total value of all bonds listed at the New 
York Stock Exchange. Close to 50 per cent of the assets is held in the form 
of public utility, railroad, and industrial securities, mainly bonds. The 
second place, with over 35 per cent, is filled by real estate mortgages. 
Government securities, which were in the neighborhood of 50 per cent in 
the mid-forties, have been steadily reduced and now constitute only about 
5 per cent of the assets. 

The Metropolitan Life Insurance Company, the leading insurance 
concern, has become the country’s, and probably also the world’s, largest 
private corporate enterprise in 1954, when its assets rose above $12 billion 
and passed those of the American Telephone and Telegraph Company. 
Among some 50 giant corporations with assets of $1 billion or more, there 
arc twelve life insurance companies. Three fourths of all policies are issued 
by the 25 largest insurance companies, half of them by the six giant con¬ 
cerns—Metropolitan, Prudential, Equitable, John Hancock, Travelers, and 
Aetna. However, as the business is profitable and expanding, quite a 
number of companies active in other fields of insurance have lately entered 
the life insurance business, and so have a number of newly established 
concerns. 

The growth of prosperity and of the desire for security which the 
expansion of life insurance reflects have profoundly modified individual 
financial management. Periodically recurring payments of premiums reduce 
the amount of disposable income available for consumption and investment 
or saving. During the entire period from 1939 to 1960, individuals’ additions 
to private insurance and pension reserves were in every year greater than 
the net additions to their holdings of corporate securities—although the 
latter have grown substantially, especially during the 1950’s. However, 
whatever the relative importance of such holdings may be in the future, 
insurance companies have assumed to a significant degree the investment 
function of individuals. In fulfilling it, they have to be guided by standards 
of their own. They will have to avoid the more hazardous types of invest¬ 
ments which a venturesome individual may well be willing to undertake. 
In the market for securities which are particularly suited for their port- 
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folios, insurance companies have attained such prominence that they have 
tended to push the investment banker into the background. The problems 
to which this development has given rise have been discussed on page 82. 

It is easily understandable that many purchasers of life insurance 
desire not only protection against risk but also a safe investment for their 
savings. They often consider the regular routine of the premium payment 
as a factor conducive to saving. There are many varieties of life insurance. 
In some the investment element is stronger, in others that of protection. 
When only protection is bought the insurance policy has little or no loan 
value, and the insured does not receive any cash if he surrenders his policy 
before maturity. Offhand it may seem that an individual who does not aim 
at protection but merely desires to invest his savings could earn a higher rate 
of return if he were to use his funds directly for the purchase of government 
bonds and the like, without having them pass through an insurance com¬ 
pany. The investment income of life insurance companies is somewhat 
above 4 per cent, not much more than about 2 per cent in excess of their 
expenses. While the yield which the companies can allow the policyholder 
is thus a relatively low one, various income tax advantages arc connected 
with the accumulation of savings in the form of life insurance policy. These 
advantages are especially pronounced for taxpayers in high brackets; but 
the cumulation of tax economies over protracted periods of time, as is 
usually true in the case of life insurance, makes the matter one of importance 
also for income taxpayers in the medium brackets. 

Consider, first, the situation of a taxpayer who is purchasing a retire¬ 
ment income policy, or annuity. If his income is high during his productive 
years of life, the additional income earned from investments in securities 
would be taxable at high bracket rates. If instead he has put his savings into 
an insurance policy, the return earned on the savings is not taxable until 
after his retirement, when presumably his income from other sources is 
reduced, placing him into a lower income tax bracket. Second, in the case 
where the proceeds of life insurance policies arc paid to beneficiaries upon 
the death of the insured person, no tax liability on the returns from the 
deceased person’s savings arises at all. Factors such as these go a long way 
in explaining why the net return on savings after taxes often is likely to be 
in favor of insurance investment. 

Types of Companies . Most life insurance is held by so-called “mutual” 
companies. They are owned by the policyholders and sell what is referred 
to as participating insurance. To the extent to which the gross premium 
exceeds costs, it is returned to the policyholder in the form of dividends. 
Four of the six largest concerns are mutual companies. 

In the so-called “stock” companies owners and policyholders are dif¬ 
ferent persons. There the premium is less than in the case of the partici¬ 
pating companies but the policyholders do not receive dividends. Which 
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type of company can provide insurance at lower cost will depend upon the 
relative operating efficiency. 

Ordinary, Industrial, and Group Insurance. Life insurance is of the 
ordinary, industrial, or group variety. Ordinary life insurance is issued 
in units of $1,000 or more, since 1956 often with a discount on the prcmii m 
if a large amount of insurance is taken out. It is available in the form of 
numerous plans that will meet the individual requirements of the purchaser. 
Almost two thirds of the total amount of life insurance is represented by 
ordinary insurance but only one third of the number of policies. Industrial 
insurance has a large number of policies but only one seventh of the total 
amount of insurance. This type of insurance is sold in small units of usually 
less than $500, with premiums payable by the week or by the month. 
These features, together with higher mortality, account for the higher 
cost of such insurance. The expense of collection can be reduced when 
insurance is purchased for groups of people. Group life insurance is often 
provided by industrial enterprises for their employees. The average insur¬ 
ance is $4,000. Over 40 million group insurance policies are in existence at 
the present time. 

Whole Life, Limited Payment Life, Endowment, Retirement Income, 
and Term Insurance. While industrial and group insurance is highly 
standardized, there are numerous varieties of ordinary life insurance poli¬ 
cies. They include: 

1. Whole Life, or Straight Life Insurance. This insurance grants 
protection during the whole life, maturing, as it does, at the death of the 
insured person. The cost of this type of insurance is moderate, and it is 
suitable when protection is desired for an indefinite period of time. If the 
insured wants to terminate the contract during his lifetime, he can surrender 
it for cash or change to other types of insurance. 

Not so long ago, whole life was the most widely sold type of life 
insurance. Its principal drawback is the fact that it matures only at death. 
If the insured person happens to grow old, the need of his family for 
protection generally diminishes and so does his ability to pay premiums. 
Nevertheless the whole life policy grants the maximum amount of insurance 
protection for a given annual premium outlay; it also provides a substantial 
cash value, which the policyholder can utilize before maturity in the form 
of a guaranteed retirement income. 

2. Limited Payment Life Insurance. In the case of limited payment 
life insurance, premium payments cease at a specified date, determined 
either by the number of premiums that must be paid or by the attainment 
of a given age on the part of the insured. This type of insurance, though 
it has a high cash surrender value, requires the payment of premiums higher 
than those for whole life insurance. It is suitable for persons whose earnings, 
though substantial for the time being, may not endure on the same level. 
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3. Endoimnetit. Both under whole and limited payment life insurance, 
the policy does not mature until the death of the insured. An endowment 
policy provides for payment at a specified maturity date; or, if death should 
occur earlier, at the time of death. Premiums are payable on a limited 
payment plan, or up to the time of maturity, hndowment policies thus 
provide protection in the case of death or a capital sum payable at a cci tain 
age of the insured, but they do so at still higher premiums than for 
comparable limited payment policyholders. 

4. Retirement Income Insurance , or Annuity. A life annuity is a 
periodical payment which continues during the life of the insured. An 
annuity may be immediate or deferred. An immediate annuity is payable 3 
to 12 months after the purchase; it is useful for elderly people who desire 
retirement. Deferred annuities become payable after the lapse of a certain 
number of years. They may be purchased on a single premium plan or 
under an arrangement providing for premium payments during the period 
of deferment. There are various types of deferred annuities. The most 
popular varieties provide for cash payment if the insured dies during the 
deferment period. 

5 . Term Insurance . All contracts discussed heretofore contain ele¬ 
ments of protection as well as of investment. The type of life insurance 
that exclusively grants protection is called “term” insurance. It is bought 
for a certain number of years and payable if the insured dies within this 
period. The insurance has no or only nominal cash surrender value, and its 
cost is low. Most term insurance policies facilitate renewal or conversion 
into other types by the absence of any requirement that the term policy¬ 
holder be an insurable risk at the time of renewal or conversion. Term 
insurance is attractive for young people who desire maximum protection 
at lowest cost for their family in the case of premature death. 

Special Types of Life Insurance. Sometimes insurance policies are 
joint in the sense that they are payable at the first death of two or more 
insured persons—partners, husband and wife, etc. Joint and survivor 
annuities are payable until the death of the last survivor among the insured 
persons. A great variety of other combinations is possible. In some cases 
the cost of insurance can be reduced by purchases of special policies avail¬ 
able only in large amounts or written for groups that enjoy an abnormally 
low mortality. 

Variable Annuities. The various types of life insurance policies that 
are commonly sold do not constitute a hedge against inflation. Both pre¬ 
mium payments and the amount of insurance are expressed in terms of 
current dollars. If prices rise, as they have done over a long period of the 
immediate past, $1 of the insurance benefit is worth less in terms of purchas¬ 
ing power than $1 of insurance premiums that were paid w hen prices were 
low er and $ 1 bought more goods. 

In this situation the Prudential Insurance Company, the country’s 
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second largest insurance concern, has pioneered in the sale of so-called 
“variable annuities.” Unlike the conventional types of life insurance, 
variable annuities do not promise an amount of benefits determined in 
advance but one that will vary in accordance with stock prices and divi¬ 
dends. Premiums for variable annuities are paid into reserve funds that; re 
invested in common stocks rather than in bonds and rrfurtages, the expecta¬ 
tion being that the future behavior of stock prices will parallel that of 
consumer prices. If stock prices rise, so will the variable annuities. Obvi¬ 
ously, a fall in stock prices will reduce the amount payable under variable 
annuities. To provide some measure of protection against this contingency, 
some authorities recommend that variable annuities be u»ed to supplement, 
rather than to replace, the purchase of conventional life insurance. 

Premium Plans . Insurance may be bought on the level premium plan 
or on the increasing premium plan. As the risk of death becomes more 
imminent with increasing age, it would at first glance seem natural that 
premium payments for an insurance purchased at a given age of the 
insured would increase as time goes on. Insurance can indeed be bought 
on this basis, called increasing premium plan. It is possible, however, to 
calculate a uniform, or level, annual premium which will not change 
over the years. The mathematics of insurance, or actuarial science, supplies 
the technique for such calculations. 

Premiums are determined in the light of the probable death rates of 
people at different ages, interest rates, and operating expenses of the 
companies. If premiums are level, they must be large enough to permit the 
accumulation of a special reserve. In another sense, reserves are required 
because of the investment character of many types of life insurance. 

The probable death rates can be found in mortality tables. There is a 
great variety of these, but the one most widely used is based on experience 
in 1950-54 and was computed under the sponsorship of the National Asso¬ 
ciation of Insurance Commissioners. It is generally referred to as “Commis¬ 
sioners 1958 Standard Ordinary” mortality table. Table 20, which is repro¬ 
duced here, indicates the numbers of life years that can be expected at 
different ages. 

The rate of interest, the second important clement in the calculation 
of premiums, has considerably declined through the years from the Great 
Depression to the mid-forties. As a result, companies’ returns on their 
investments fell off, and a recalculation of premiums became necessary. 
However, since 1948, returns have been steadily increasing and are now 
over 4 per cent. 

Cost of Insurance. As is natural the costs incurred in conjunction 
with various types of life insurance vary greatly. There are certain under¬ 
lying factors, however, that are important in the determination of all of 
them. To the gross premium, there must be added charges for a waiver of 
premium in the case of total and permanent disability of the insured. This 
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TABLE 20 

Commissioners 1958 Standard Ordinary Mortality Table* 



Life 


Life 


Life 


Life 


Life 

Age 

Expect¬ 

ancy, 

Age 

Expect¬ 

ancy, 

Age 

Expect¬ 

ancy, 

Age 

Expect¬ 

ancy, 

Age 

Expect 

ancy. 


Years 


Years 


Years 


Years 


\ ears 

1. . 

.67.78 

21 . . 

. .49.46 

41. . . 

.31.29 

61 . . . 

15.44 

81. 

. . 5.51 

2. . 

. .66.90 

22. . 

.48.55 

42. . . 

.30.41 

62. . . 

14.78 

82. . 

. . 5.19 

3. . 

. .66.00 

23 . 

.47.64 

43. . . 

. 29.54 

63. . . 

14.14 

83. . 

. . 4.89 

4. . 

. .65.10 

24. . 

.46.73 

44. . . 

.28.67 

64. . . 

13.51 

84. . 

. . 4.60 

5. . 

.64.19 

25 

.45.82 

45. . 

.27.81 

65 . 

12.90 

85. . 

. . 4.32 

6. . 

. 68.27 

26. . 

.44.90 

46. . . 

. 26.95 

66. . . 

12.31 

86. . 

. . 4.06 

7. . 

. 62.35 

27. . 

.43.99 

47. . . 

.26.11 

67. . . 

i i.7:i 

87. . 

. . .3.80 

8.. 

.61.43 

28. . 

.43.08 

48. . . 

. 25.27 

68. . . 

11.17 

88. . 

. . 3.55 

9. . 

. .60.51 

29.. 

. .42.16 

49. . . 

. 24.45 

69. . . 

10.64 

89. . 

. . 3.31 

10. . 

. . 59.58 

30. . 

.41.25 

50. . . 

. 23.63 

70. . . 

10.12 

90. 

. . 3.06 

11. . 

. . 58.65 

31. . 

.40.34 

51 . . . 

. 22.82 

71 . . . 

9.15 

91 . . 

. . 2.82 

12. . 

.57.72 

32. . 

. 39.43 

52. . . 

53. . . 

. 22.03. 

72. . . 

9.63 

92. . 

. . 2.58 

13. . 

. 56.80 

33. . 

.38.51 

.21.25 

73. . . 

8.69 

93. . 

. . 2.33 

14. . 

.55.87 

34. . 

. 37.60 

54. . . 

.20.47 

74. . . 

8.24 

94. . 

. . 2.07 

15. . 

. 54.95 

35. . 

.36.69 

55. . . 

. 19.71 

75. . . 

7.81 

95. . 

.. 1.80 

16. . 

. 54.03 

36. . 

. 35.78 

56. . . 

. 18.97 

76. . . 

7.39 

96. . 

. . 1.51 

17. . 

.53.11 

37. . 

. 34.88 

57. . . 

. 18.23 

77. . . 

6.98 

97. . 

. . 1.18 

18. . 

.52.19 

38. . 

. 33.97 

58. . . 

.17.51 

78. . . 

6.59 

98. . 

. . .83 

19 . 

.51.28 

39. . 

. 33.07 

59. . . 

. 16.81 

79. . . 

6.21 

99. . 

. . .50 

20. . 

. 50.37 

40. . 

.32.18 

60. . . 

.16.12 

80. . . 

5.85 


* Institute of Life Insurance, Life Insurance: 1959 Pact Book, New York. 


charge is small, reflecting the remoteness of the contingency. It is higher 
for women than for men. In the case of an insurance taken out with a 
mutual company, there may then be deducted the dividend. 'This will tend 
to increase with the lapse of time; but as its amount depends upon the future 
experience of the company, there is no absolute certainty attached to this 
element. The result of all these operations is the net cost per year. 

In Table 21 these figures are quoted for a great variety of types of life 
insurance, always per thousand dollars of insurance. They are taken from 
the 1960 rate book and dividend manual of a typical mutual company. All 
amounts are calculated for policies taken out at the age of 22; the dividend 
is that for the first year. The last column of the table indicates the cash 
surrender values. 

A comparison of the premiums brings out that limited payment life 
insurance requires higher premiums than a straight, or whole life policy. 
This must be so because the number of premium payments is limited. The 
smaller the number of payments, the larger the payments themselves. An 
endowment insurance, since it might become payable before death, is more 
expensive than whole or limited life insurance. Again the premium increases 
with the shorter period of payment. In the case of retirement income the 
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TABLE 21 

Typical Annual Premium Payments for Different Types of Life Insurance, 
per $1,000 at Ace of 22 (Men)* 


Type of Insurance 

Gross 

Waiver 

Total 

1st Year 

1st Year 

Sum* i*ler 

Premium 

of 

Premium 

Premium 

Dividend 

Net 

Payment 

Vaiue after 
IVn 5 ■ us 

Straight life. 

. $18.50 

$.47 

$18.87 

$2.63 

$16.24 

$105.00 

Limited Payment Life: 

To age 65. 

.. 21.20 

.35 

21.55 

3.28 

18.27 

118.00 

To age 60. 

. . 22.26 

.52 

22.58 

3.38 

25.96 

128.00 

25 payments. 

.. 27.72 

.26 

27.98 

3.96 

24.02 

177.00 

20 payments. 

.. 52.15 

.26 

32.41 

4.37 

28.04 

215.00 

15 payments. 

. . 59.65 

.27 

39.92 

5.31 

44.61 

286.00 

10 payments. 

. . 55.42 

.29 

55.71 

7.37 

48.34 

431.00 

Kndowment: 

At age of 65. 

. . 2LR0 

.38 

24.18 

2.82 

21.36 

143.00 

At age of 60. 

. . 26.54 

.35 

26.88 

2.69 

24.19 

169.00 

2( )-vear. 

.. 51.40 

.33 

51.73 

2.53 

49.20 

418.00 

15-vear. 

.. 68.91 

.35 

69.26 

2.59 

66.67 

609.00 

1 ()-ycar. 

. . 105.96 

.41 

106.37 

3.28 

103.09 

1.000.00 

Retirement income: 

At 70. 

.. 26.17 

.43 

26.60 

2.63 

29.23 

166.00 

At 65. 

.. 41.91 

.46 

32.37 

2.33 

34.70 

224.00 

At 60. 40.42 

Convertible term insurance: 

.46 

40.88 

2.13 

43.01 

312.00 

1 year. 

. . 5.82 

— 

5.82 

1.92 

3.90 

— 

10 years. 

7.66 

.27 

7.93 

1.18 

6.75 

.66 f 

15 vears. 

. . 8.08 

.28 

8.36 

1.10 

7.26 

4.29f 

20 years. 

. . 8.20 

.30 

8.50 

1.02 

7.48 

9.76f 


* Courtesy Institute of Life Insurance, 
t Reserve is credited toward premium of converted policy. 


insured can, at the maturity of the policy, obtain either the insured amount 
in cash or its equivalent in the form of annuities. This type of insurance 
requires still higher premiums, because a very large capital must be accumu¬ 
lated to provide a lifetime annuity of reasonable amount. 

Term insurance requires by far the lowest premiums. It has been the 
prototype of all other forms of life insurance and provides only pro¬ 
tection—just as insurance against fire, theft, rain, etc.—with no investment 
elements attached. 

The premiums quoted in the table are for policies to a total of $10,000. 
For policies from $10,000 to $25,000 they are decreased by $1.50, and for 
policies over $25,000 by $2.00. The premiums quoted are for men. They 
are somewhat lower for women because of their higher life expectancy. 




















276 CURRENT ECONOMIC PROBLEMS 

Usually this works out in such a way that the premiums for a woman are 
the same as those for a man three years younger, that is, the premiums 
quoted in the table for men aged 22 would apply to women aged 25. This 
is true for straight life, some limited payment life, and some endowment 
policies. On all other policies the rates arc generally lower for women 
except for retirement income policies, which are slightly higher—again 
because of the higher life expectancy of women. 

Cash Surrender Values . All life insurance, except term policies for 
short periods, has a cash surrender value which can be realized on the 
surrender of the policy. This value never comes up to the equivalent of 
accumulated premium payments plus interest. It falls short of this amount, 
because the insured enjoyed protection during the period that preceded 
the surrender of the policy. The existence of cash surrender values testifies 
to the investment element attached to a given type of life insurance. Cash 
surrender value will vary directly with this factor and inversely with the 
element of protection. If, as in the case of a term policy, protection becomes 
the exclusive function of the insurance, it has none or only nominal 
surrender value. 

Public Regulation of Private Insurance. Since so large a part of the 
public’s savings is entrusted to insurance companies, society has a distinct 
interest in the observation of proper standards of financial policy on the 
part of these concerns. The regulation of the insurance business has come 
to be regarded as a matter under state jurisdiction. For a long time the 
Supreme Court considered this business as intrastate or local in character 
and thus made federal regulation unlawful. But in 1944 the Supreme Court 
reversed itself in a famous decision and applied the antitrust laws to a group 
of insurance companies. 1 While this would have opened the way to federal 
regulation, Congress passed the McCarran-Ferguson Act of 1945, stating 
its intention to leave the regulation and taxation of the insurance business 
with the states and making the federal antitrust laws applicable to the 
interstate insurance business only to the extent that it is not regulated by 
state laws. 

As the business of most insurance companies is nation-wide, they arc 
subject not only to the regulation of the state in whose territory they are 
located but in all states in which they want to sell insurance. Moreover, 
insurance companies’ financial practices, because of the volume of their 
investments, affect the level of national income and employment. State 
legislation, while it has facilitated experimentation and trial, has on occasion 
been ill-advised. In some states, it is poorly executed; and in others, unduly 
lax. To relieve the burden imposed on insurance companies by a multiplicity 
of diverse state regulations by which they must abide, the professional 


1 United States v. South-Eastern Underwriters Associaiioti , 322 U.S. 533 (1944). 
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organization of the various state insurance commissioners has been instru¬ 
mental in drafting standardized legislation. This has of late been passed by 
many states. 

The substantive provisions contained in state laws center primarily 
around the delineation of securities and other investments eligible for 
purchase by the insurance companies. About this, more will be sai*; in 
Chapter 14. Regrettably, the policing of the insurance business bv the mte 
agencies leaves much to be desired. They failed, for example, to .u r against 
cases of false and misleading advertising by accident and health insurance 
companies. The Federal Trade Commission attempted to fill this gap and 
issued between 1954 and 1958 more than 40 complaints and over a dozen 
cease-and-desist orders in this field. However, when some of these cases 
reached the Supreme Court, the agency was denied jurisdiction over a field 
that Congress in 1945 had assigned to the states.- Although the Federal 
Trade Commission lost out, its action nevertheless had the wholesome 
effect of stimulating greater vigilance on the part of the state insurance 
commissioners, whose organization drafted a code of ethics demanding 
truthful advertising on the part of the insurance companies. 

The exemption of the insurance business from the antitrust law s is not 
an absolute one, however. As the state authorities have failed to uphold 
competition in this field by encouraging or tolerating regional and local 
fixing of premium rates by so-called “bureaus,” some excesses of these 
organizations have come under the scrutiny of a congressional committee. 3 
Moreover, while the Supreme Court has refused to apply the federal anti¬ 
trust laws in a case involving an alleged conspiracy of several insurance 
companies against an independent insurance broker, it has upheld the 
government in another case involving the group boycott, by a local 
“insurance exchange,” of insurance companies not transacting their business 
through members of the exchange. 4 Under the McCarran-Ferguson Act, 
such group boycotts remain subject to the federal antitrust law s.’ 1 

- Federal Trade Commission v. National Casualty Company , 357 U.S. 560 (1958). 

y> Hearings before the Senate Monopoly and Antitrust Subcommittee, May 29, 1959. 
Four years earlier this subcommittee proclaimed that it “will not forever accept ‘at¬ 
tempts’ at regulation as a substitute for regulation of the business of insurance by the 
states. The, patience of the federal .government with those who would abuse the good 
name of insurance may someday come to an end.” Cited by Robert L. Mehi, “The 
Erosion of Annuity Values,” Current Economic Comment , February, 1957, p. 11. 

4 United States v. New Orleans Insurance Exchange , 355 U.S. 22 (1957). 

1 See also Statement by Robert A. Bicks, Acting Assistant Attorney General in 
Charge of the Antitrust Division, before the Antitrust and Monopoly Subcommittee 
of the Committee on the Judiciary, United States Senate, May 12, 1959, which treats 
of the general inadequacy of state regulation, as docs “The Insurance Industry,” Report 
of the Antitrust and Monopoly Subcommittee of the Senate Committee on the Judi¬ 
ciary, 86th Cong., 2nd sess. (Washington, D.C.: U.S. Government Printing Office, 
1960). 
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NATIONAL SERVICE LIFE INSURANCE 

For the benefit of veterans of World War II, the U.S. government 
created a life insurance organization of its own. Insurance under this 
arrangement was more attractive than the purchase of private policies, 
because premiums for comparable benefits were cheaper. They do not 
include an allowance for administrative expenses, are calculated regardless 
of the special incidence of war-conditioned increase in mortality, and do 
not require payment for the waiver in the case of total and permanent 
disability. The expenses incurred by the system on account of these features 
are covered by grants from the federal Treasury. 

For veterans of World War II, the right to take out National Service 
Life Insurance has now expired. A new type of insurance is available for 
service personnel currently on active duty. These now receive $10,000 
worth of term insurance free of premiums and can convert this to other 
types of insurance within 120 days after leaving service. The periodical 
collection of premiums on the old type of insurance w as so costly, and 
dividend payments have been so substantial, that the new system, it is 
believed, will be relatively cheaper for the government. 

SOCIAL SECURITY 

The purchase of life insurance is not mandatory, and there are many 
persons who fail to make provision for the typical financial risks of life. 
Most of them do so because they cannot afford the required expenses. 
Moreover, for certain types of risks, private insurance is either not obtain¬ 
able at all or only at prohibitive cost. For these reasons, federal and state 
legislatures have adopted a far-reaching program of social security designed 
to cope with these risks. Parts of the program provide mandatory public 
insurance—in the words of Roy Harrod, the British economist, “the most 
important and successful social invention of the twentieth century”; others 
grant benefits on the basis of need. 

The typical risks about whose incidence public agencies arc concerned 
are unemployment, indigency of aged persons, widows, orphans, disability, 
and sickness. The unemployment compensation program has been discussed 
in Chapter 9. Unemployment compensation; old age and survivors insur¬ 
ance; old age assistance; aid to dependent children, to the needy blind, and 
to permanently and totally disabled persons are matters dealt with in the 
Social Security Act of 1935. Compensation for industrial accidents is 
regulated by state legislation. Federal programs for health insurance are 
under active discussion, but so far only a limited program of assistance for 
aged people w ho arc in poor health is available. 

Old Age, Survivors, and Disability Insurance. The increasing life 
expectancy of the American people and the growing proportion of the 
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aged in our midst have been important factors in impressing the Congress 
with the need for a program of financial security for older persons. Old 
age, survivors, and disability insurance, as provided under the Soc ial 
Security Act of 1935 and its amendments, is mandatory and national in 
scope and administration. The system also is contributory, and benefits 're 
related to the wages received by the insured person. Its coverage has 
gradually been extended to include more and more groups of persons in 
dependent employment as well as self-employed people. More than 90 of 
every 100 wage earners and seif-employed persons are now covered by the 
system. The physicians in independent practice who are reluctant to join 
the system—they claim that they never retire—are still outside of it. For 
persons in a few other employments the coverage is optional rather than 
mandatory. 


TABLE 22 

Illustrative Monthly Benefits under Old Age 
and Survivors Insurance, in Dollars* 


Average monthly 

$50 









or 

$ 75 

$100 

SI 50 

$200 

$250 

$300 

$350 

$400 

earnings! 

less 









Retirement at 65. 

Disability. 

| $ 33 

$ 45 

$ 59 

$ 73 

$ 84 

$ 95 

$105 

$116 

$127 

Retired woman worker 










starting at: 










62 J. 

. . 26 

36 

47 

58 

67 

76 

84 

92 

101 

65. 

. . 28 

39 

51 

63 

72 

82 

91 

100 

110 

64. 

.. 30 

42 

55 

68 

78 

88 

98 

108 

118 

Retired couple—wife 










starting at: 










621. 

.. 45 

61 

81 

100 

115 

130 

144 

159 

174 

63. 

.. 46 

63 

83 

103 

119 

134 

148 

164 

180 

64. 

.. 48 

65 

86 

106 

122 

138 

153 

169 

185 

65. 

. . 49 

67 

88 

109 

126 

142 

157 

174 

190 

Widow, surviving child, 


or dependent parent.. . 

.. 33 

33 

44 

54 

63 

71 

78 

87 

95 

Widow and 1 child or 










2 dependent parents... 

. . 49 

67 

88 

109 

126 

142 

157 

174 

190 

Widow and 2 children. . . 

.. 53 

67 

88 

120 

161 

190 

210 

232 

254 

Usual maximum family 










payment. 

.. 53 

67 

88 

120 

161 

202 

240 

254 

254 

Single lump-sum death 










payment. 

. . 99 

135 

177 

219 

252 

255 

255 

255 

255 


Social Security Administration. 

* For this table all amounts are rounded down to the next lower whole dollar figure, 
t In figuring the average, certain amounts of low earnings may be omitted, as may be periods of disability. 
X Retirement payments to women are permanently reduced if started before age 65. 
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Benefit payments are made to insured persons who become disabled, 
regardless of their age, otherwise to insured persons at age 65—optionally 
to women at age 62—and to their family members. Table 22 shows the 
amounts payable to various types of beneficiaries per month. 

The minimum amount payable is $26; the maximum, $254. Benefits are 
based on the average earnings of the insured up to $4,800 per year. They 
will be paid if the insured has been in covered employment during specified 
periods of time. These are expressed in quarters and vary with the time 
of retirement and other factors. A retired person will lose part of his benefit 
if he continues to earn more than certain stipulated amounts of income 
from work. 

The benefits payable to the family members stand in a certain propor¬ 
tion to the insured person’s retirement benefit. Children of the insured will 
after his death receive benefits up to the age of 18, and his widow will 
receive them regardless of her age if she cares for a child entitled to the 
benefit. Otherwise the widow is eligible for benefits at age 62. Aged parents 
of a deceased insured person may receive benefits if they were supported 
by him. A lump-sum death benefit, amounting to three times the monthly 
benefit of the insured, but not more than $255, will be paid upon his death 
to defray burial expenses. 


tabu: 23 

Old Age ani> Survivors Insurance Tax Rates, 
Percentage oe Warnings up to $4,800 a Year* 


Years Employee Employer Self-employed 


1960-62. 3 % 3 % 41/2% 

1 %:* or>. 31/2 3^2 ro/i 

1988 08. 4 4 8 

1989 and after. 414 4 14 6?4 


'* Social Security Act as amended. 


As fable 22 indicates, the benefit payments have by now become quite 
substantial, and they w ill be considerable help not only when the insured 
person retires but also when he dies prematurely, leaving the family without 
a breadwinner. Old age and survivors insurance benefits alone do not suffice 
for all needs, and they call for supplementation by private insurance and 
retirement plans. In 1950, and again in 1954, 1956, 1958, and 1960 the 
Congress has liberalized the old age and survivors insurance system, which 
enjoys the widespread endorsement of the American people, and further 
liberalization may be expected in the election years to come. The amount 
of benefit payments has been raised step by step during the inflationary 
period of the 1950’s, making the system more inflation-proof than private 
life insurance can afford to be—unless a variable annuity has been taken 
out. T hanks to the watchfulness of the Congress, the attempts of misguided 
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pressure groups to undermine the system have invariably failed. Liberaliz¬ 
ing amendments usually are passed unanimously or nearly so. 

Old age and survivors insurance is contributory; that is, it is financed 
by contributions or taxes levied on the payrolls of covered employees. 
These taxes are matched by payments of the employers. In the case of self- 
employed persons, it is, of course, only they who pay a tax—in this case a 
higher one. The rates prevailing now and scheduled in the future arc 
shown in Table 23. No taxes are levied on earnings over $4,800 a year. 

The increase in rates which is scheduled for future years is only a 
tentative one and may be changed in the face of new circumstances. Such 
increases are considered necessary, because as the time goes on more and 
more persons in covered employments will become eligible for benefits. 
From the inception of the system until the fiscal year of 1957, annual tax 
payments exceeded annual benefit payments, and this is expected to be the 
case again in the fiscal year of 1961. 

Annual benefit payments were $10.5 billion in 1960, distributed among 
14 million beneficiaries—8 per cent of the population. Payroll taxes totaled 
$8 billion. The taxes arc collected by the Treasury and then credited to the 
Old Age and Survivors Insurance Trust Fund and the Federal Disability 
Insurance Trust Fund. Because taxes exceed benefits over long periods of 
time, the Old Age and Survivors Insurance Trust Fund has grown to about 
$20 billion. The holdings of the trust funds consist of government bonds, 
which are purchased with the monies collected therein. On these securities, 
interest is earned, amounting to about $.5 billion in 1959. 

In view of the large amounts of taxes and benefit payments under old age 
and survivors insurance, it is clear that the operation of the system and the 
method used for financing it has significant effects on the economy at large. 
The over-all impact is a deflationary one as long as taxes exceed benefit 
payments. Payroll taxes are regressive in character, and they reduce the 
disposable income of those whose propensity to consume is high. As the 
proceeds are invested in government bonds, they allay the government’s 
need to increase its loans from third parties, to reduce expenditures or debt 
redemption, or to raise taxes. 

The deflationary effect of the payroll taxes, especially of the excess of 
taxes over benefit payments, may be desirable during periods of prosperity 
and full employment. However, modifications of the financial structure of 
the system may be called for in the future, should the threat of a depression 
occur. In such a situation, reductions of the payroll tax rate may recom¬ 
mend themselves, in order not to expose disposable income to an undue 
drain. If wisely used, flexible rates of payroll taxation could be turned into 
an important instrument of fiscal policy. 

The system of financing old age and survivors insurance that is currently 
in use reflects a compromise between the so-called “pay-as-you-go prin¬ 
ciple” and the actuarial-reserve-fund principle. When the Social Security 
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Act was passed in 1935, those who drafted the legislation were leaning 
toward a system of financing old age insurance very similar to the one used 
by private life insurance companies. These levy premiums that are adequate 
to build up an actuarial reserve fund—that is, a fund whose assets at a 
given time suffice to meet all present and discounted future insurance 
benefits. After the enactment of the law, however, grave doubts arose about 
the need for building up so huge a reserve fund in a case where the United 
States government rather than a private concern is the insurer. Congress, 
until 1950, disregarded the increase in payroll tax rates which had been 
scheduled in the original legislation; and the rates remained at 1 per cent 
each for employee and employer. 

Under the freeze of tax rates, which continued until 1950, the system 
might have approximated the pay-as-you-go principle, under which annual 
tax receipts are equal to benefit payments. However, under the influence 
of the huge increase in employment and w ages during the forties, in con¬ 
junction with amounts of benefits that had not been increased and reflected 
the price level of the thirties, taxes continued to exceed benefit payments. A 
reserve fund was accumulated, which, w hile perhaps not large enough to 
fulfill the requirements of an actuarial reserve, still serves as a substantial 
contingency reserve. 

Old Age Assistance. There still are some aged persons who have not 
become eligible for benefits under old age and survivors insurance or w ho 
receive benefits too small to meet their needs. To cope w ith the situation 
in which such persons find themselves. Congress has promoted the organiza¬ 
tion of noncontributory old age assistance, granted only to persons found 
in need and administered by state agencies under state law's. 

Since the early 1920’s, a number of states had attempted to aid the 
needy aged by setting up pension systems. Steadily the idea gained ground 
that the poverty of aged people was not only unnecessary but harmful to 
society at large. Tw o thirds of our aged are in low 7 income brackets, while 
among the younger family heads of ages 45 to 64, two thirds are in the 
middle-income bracket. About two thirds of our aged receive payments 
either under old age and survivors insurance or under old age assistance 
programs. 

Under the old age assistance provisions of the Social Security Act, the 
federal government will contribute, by grants-in aid, to pensions given by 
the states to needy people 65 years and over. The formula under which this 
aid is now 7 given authorizes a federal contribution amounting to $24 of the 
first $30 of monthly pension plus from 50 to 65 per cent of the remainder up 
to $65. The precise percentage is determined by a formula based on each 
state’s per capita income. 

To be eligible for federal aid the state systems must meet certain 
standards. The system must be state-wide; it must be administered or 
supervised by a state agency; and it must live up to the administrative 



LIFE INSURANCE , SOC/AI SECURITY, PENSIONS 283 

requirements established by the Social Security Administration. On the 
w hole the state is free in defining the requirement of need. 

Old age pensions vary w idely in the several states. The national average 
is about $65 a month, reflecting a range from about $30 in Mississippi to 
$112 in Connecticut. About fifteen out of every hundred aged people 
receive old age pensions. Here again there are wide variations. In the 
District of Columbia, only 5 out of every 100 aged receive assistance; in 
Louisiana, 6 out of every 10 do so. The total number of recipients used to 
exceed that of the beneficiaries of old age and survivors insi. ranee until 
1950, but since then it has fallen off and now' is about 2.5 million. One fourth 
of these also are beneficiaries under old age and survivors insurance. The 
cost of the program to the federal government is approximately $1 billion 
per year. 

Aid to the Needy Blind and to Permanently and Totally Disabled 
Persons. The federal government grants aid to the states also for assist¬ 
ance to the needy blind and to permanently and totally disabled persons. 
The aid is computed with the help of the same formula that applies to old 
age pensions. These programs cost the federal government approximately 
$200 million per year. There are great variations in other state programs 
of aid to groups not benefited by federal grants—the needy and the less than 
permanently and totally disabled. An expansion of the federal program to 
include such groups has occasionally been recommended but thus far has 
not been approved by the Congress. 

Aid to Dependent Children. The Social Security Act also provides 
grants-in-aid to states which adopt standardized plans of aid to dependent 
children below the age of 18. The federal government supports such pro¬ 
grams by granting to the states $14 of the first $17 of aid plus a variable 
percentage of the remainder up to a total of $30 per child. Tw o thirds of 
the fathers of the children who receive aid under this program are “absent” 
in the sense of having deserted their family, not being married to the 
mother, being divorced or separated. The average payment per family aided 
is $107 a year. Total federal payments under the program are an annual 
$600 million. 

Workmen's Compensation. The financial incidence of a special type 
of hazard is generally changed by state legislation. This refers to the risk 
of injuries suffered by workers in the course of their employment. At 
common law', an employee who finds himself injured in this manner 
cannot claim indemnification from an employer w ho is innocent of mis¬ 
conduct. But relatively few industrial accidents and diseases arise from 
misconduct of the employer. They are rather a natural consequence of 
many economic activities, and their cost should be considered an ordinary 
expense of business. 

The position of an injured employee before the advent of workmen’s 
compensation legislation w as w eakened by the three common-law defenses 
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available to an employer. Under the so-called “fellow-servant 7 ’ doctrine 
the master’s responsibility ceased when the injury was due to the negligence 
of a fellow servant. Under the doctrine of contributory negligence, his 
responsibility also ceased when the injury was due, wholly or in part, to 
the failure of the employee to apply a reasonable amount of care in his 
work. Finally, there w as the doctrine of the assumption of risk, under which 
the worker was held to have assumed the risks of injury arising from 
ordinary dangers of his chosen occupation. These defenses of the employer 
were gradually whittled away by state legislation during the nineteenth 
century. But an injured worker, nevertheless, continued to be burdened 
bv long and costly litigation, unless he agreed to a compromise settlement 
w hich only rarely gave him his due. His position was greatly improved 
w hen the states, beginning w ith Maryland in 1902, began to enact com¬ 
pensation laws. By now', such laws can be found in all the states, the last 
state follow ing in 1948, and in a number of them the laws apply not only 
to industrial accidents but also to occupational diseases. 

The legislation, in effect, places the liability for risks of these types 
on the employer and thus turns them into an element of ordinary cost of 
production. Compensation generally is granted without a law suit and 
made in the form of standardized medical benefits and scheduled money 
payments for loss of wages. 

State laws providing workmen’s compensation are either compulsory 
or elective. Under the compulsory type of legislation, all employers who 
fall under the law' arc bound to pay the stated compensation. Under the 
elective type the employer is free to elect or reject the application of the 
legislation; but if he rejects it, he cannot employ the common-law defenses. 
The number of compulsory and elective laws arc approximately equal, but 
legislation of the compulsory type applies to a larger number of workers. 

The coverage of these law s varies from state to state. There is no state 
law that would cover all employees. Usually there are exemptions of 
employees in agriculture and of domestic and casual labor, also of em¬ 
ployers who have only a small number of employees. 

The expense of the employers’ liability is commonly redistributed by 
mandatory insurance. Premiums are often determined in the light of the 
specific hazards that characterize given employments, w ith lower rates for 
the better risks. This type of merit rating has proved of considerable value 
in promoting the prevention of accidents and diseases on the part of the 
employer. 

Insurance usually may be bought from private insurance companies. 
In seven states, how ever, it must be purchased from “exclusive” state funds; 
and in eleven states, there are “competitive” state funds which will sell 
insurance in competition with private concerns. In virtually all states the 
employer may qualify as a “self-insurer,” if he gives evidence of his 
financial ability to carry the risk himself. 
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The number of workers covered by workmen’s compensation legisla¬ 
tion is estimated at approximately 44 million. About 1 per cent of these will 
draw cash benefits for compensation at any given time. The total amount 
of cash and medical benefit payments exceeds $1 billion a year. 

HEALTH INSURANCE . 

The Social Security Act contains no provisions providing health insur¬ 
ance. In 1935, when the Act was passed, social insurance was new and 
untried in the United States, and those who drafted the bill did not w ant to 
add to its controversial character by including health insurance. By now 
the need for mandatory public health insurance has become widely recog¬ 
nized because the cost of medical care is too high for those upon w hom 
much of the incidence of protracted disease falls: the aged and those in 
low-income brackets in general (see Fig. 34). In part the progress of medical 
science is responsible for this. Specialized services and equipment have 


The Incidence ok Disabling Illness by Age Crocks 



FIG. 34. The incidence of disabling illness rises sharply with age. Source: Report of the Presi¬ 
dent’s Commission qn the Health Needs of the Nation , 1953, Vol. II, p. 10. 




286 


CURRENT ECONOMIC PROBLEMS 


come to be required for a variety of diseases. They are available in clinics 
and other institutions with large overhead and high costs of maintenance. 

Expenses for Medical Care. During the past few decades expenses for 
medical care have increased substantially, in monetary terms as well as in 
real terms. The average American incurred medical expenses during the 
1950’s which at the end of the period were about one third higher in real 
terms than at the beginning. Total expenses for health care are now well 
above $21 billion. About $5 billion of this is contributed by the federal, 
state, and local governments for a variety of programs serving servicemen, 
veterans, Indians, the patients in public institutions and in mental hospitals, 
and those receiving public assistance. Among the private expenditures for 
medical care of some $16 billion in 1959, those for hospitals loomed largest, 
amounting, as they did, to over $5 billion. They were followed by disburse¬ 
ments for medicines and appliances in the amount of $4.4 billion, and by 
payments for doctors’ bills of $4.3 billion. This distributon of the expendi¬ 
ture is a relatively new one. Until 1956, doctors’ bills had held first place. 
In that year they were outranked by hospital bills, and in 1959 they w ere 
exceeded also by the bills for medicines and appliances. 

There arc manifold reasons for the faster rate of increase of these types 
of expenditures. 0 A large part of a hospital’s cost consists of wages, and 
these have risen rapidly. Alorcover, the number of patients seeking hospital¬ 
ization has grown substantially both in absolute and relative terms, the 
admission rate having doubled since 1935, when 61 per 1,000 people were 
hospitalized, compared w ith 135 in 1959. This increase is only in part offset 
by the reduction in the average number of days a patient spends in a 
hospital, which is now nine days, compared with 15 in 1935. As to medicines 
and appliances, medical progress has brought many new drugs, and many 
of these are prescribed as a routine measure. The prices of numerous drugs, 
especially of those which are sold under a trade name, are very high, exces¬ 
sively so according to the revelations of the Senate Antitrust and Monopoly 
Subcommittee, w hich made a study of the business policies and pricing 
practices of the drug industry in 1959. 7 There is great reluctance among 
the producers of drugs to cut prices for the benefit of the retail market. One 
drug company charged retail druggists $39.50 a thousand for a tranquilizer 
tablet that it sold to the government hospitals, w here there is competitive 
bidding, for sixty cents a thousand. Doctors are exposed to relentless 
advertising of new’ drugs, old drugs under new’ names, new’ combinations of 
old drugs, and so forth. They work under pressure and have no time to 
test the advertising claims. 

0 “Bill of Health,” Economist , August 20, September 19, October 10, and October 
24, 1959. 

7 “Administered Prices,” Hearings before the Senate Subcommittee on Antitrust 
and Monopoly, 86th Cong., 1st sess., Parts 14 and 15 (Washington, D.C.; U.S. Govern¬ 
ment Printing Office, I960); Alek A. Rozenthal, “The Strange Ethics of the Ethical 
Drug Industry” Harper's Magazine* Mav, 1960, pp. 75-84, 
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Hospitalization Insurance . Though opposed initially by the organized 
medical profession, various private ventures have sprung up with the view 
of organizing groups of people and to make available to them low-cost 
medical services. Local organizations and private insurance companies have 
gone ahead with hospitalization and “major medical expense” plans. A 
large number of such plans are made available to employees as part of the 
“fringe benefits” increasingly granted by management. However, policies 
for general medical care insurance, if adequate, are usually too expensive to 
afford relief to those who need it. Although some improvements have been 
made lately, hospitalization insurance often terminates with the insured 
person’s employment, and if upon his retirement the policy is not canceled, 
he may find continuation unduly expensive. 

The number of people under such plans has increased rapidly in recent 
decades, and about three of four persons now have some prepaid protection 
against the financial incidence of sickness, at least in the form of hospitaliza¬ 
tion insurance. Altogether about one third of the medical expenses of an 
insured are covered by prepayment plans. There is little hospitalization 
insurance in the rural states or among the aged people upon whom much of 
the incidence of illness rests. Hospitalization insurance does not take care of 
the physician’s fee, which averages about 40 per cent of the cost of an 
acute hospitalized illness. 

Health Insurance. Outlays for medical care are roughly 5 per cent of 
the national income. Occasionally the point is made that the American 
people spend 50 cents on tobacco products for every $1 they spend on 
medical care, and that they, if they really desire, could well afford to carry 
the financial burden of sickness without help. This argument is not well 
taken, how r ever, as few smokers presumably will at one time have to meet a 
bill for cigarettes amounting to several thousands of dollars. But this may 
well be the cost incidental to sudden and catastrophic illness. 

Mandatory health insurance, financed by contributions of employers, 
employees, and the government, has been in force in England from 1911 
until the late forties, when it was replaced by a national health service 
(not an insurance) available free of charge or virtually so, to everybody in 
the country. While other countries in western Europe have not gone so 
far, most of them have a system of mandatory health insurance. In the 
United States, only Rhode Island, California, New Jersey, and New York 
have established sickness compensation funds which take care of nonoccu- 
pational disabilities by providing cash benefits to employees during times of 
illness. The plans are either operated exclusively by the state, as in Rhode 
Island; or private firms are allowed to compete for accounts, as in California, 
New Jersey, and New York. In the state of Colorado, which for long has 
been noted for its generosity to the aged, the program of old age assistance 
was supplemented in 1958 with free hospitalization for all aged people on 
the pension rolls. In addition, the pensioners are entitled to a stated number 
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of physicians’ consultations at home or in the doctors’ offices. The hospitali¬ 
zation program is operated under contract with the Blue Cross and Blue 
Shield organizations, and the entire staff of the state handling it consists of 
no more than five persons. 

On the national level, health insurance plans have repeatedly been 
incorporated into bills, but none of these has secured passage. Opponents of 
such legislation, among which the American Medical Association 8 stands 
out, have financed an elaborate lobbying and propaganda organization, 
which has attached to such bills the label of “socialized medicine.” T hese 
bills would establish a system of contributory health insurance under old 
age and survivors insurance, with an increased payroll tax to finance the 
new benefit payments—for a certain number of days of hospital and home 
nursing care, a stated number of home health visits and outpatient hospital 
services, etc. There would be no restrictions on the people s choice of their 
doctor or hospital. T o discourage unnecessary hospitalizaton, patients 
might have to pay themselves for the first few days of hospital care. T his 
was in bare outline the bill supported by Senator John V. Kennedy in 1960. 

In a much less effective form, other bills provide for government 
icinsu ranee of private prepaid health insurance plans or for government 
payments to needy aged to help them defray the costs of such insurance 
plans. Under still other arrangements the federal government will con¬ 
tribute to medical assistance payments made by the states to their needy 
aged. This was the plan which after a protracted legislative struggle was 
incorporated into the 1960 amendments to the Social Security Act. This 
plan icaches only the needy aged, that is, those w ho ha.vc passed a means 
test. 1 hose who receive old age assistance arc eligible for another $12 per 
month for medical care, financed jointly by the federal and state govern¬ 
ments. As many states maintain assistance plans for the needy aged, the new 
provision in many instances merely means that the federal gov eminent w ill 
contribute to assistance already granted before. Another provision of the 
1960 amendments refers to the “medically indigent” oldsters, people w ho 
can take care of their ordinary needs and are not under old age assistance 
but w ho arc unable to cope with the financial consequences of ill health. 
Again, the federal government will contribute to state assistance accorded 
to this group of people. 

The Supply of Medical Services . Health insurance, in itself, will not 
improve the supply of medical services and other health facilities, which is 
considered inadequate by many thoughtful students of medical economics. 

I he rapid progress of our real income is not paralleled by a similar increase 
in the supply of medical services. Although the ratio of physicians to the 
population is higher in the United States than virtually everywhere else in 

8 I he activities of this organization arc examined in a critical manner in “The 
American Medical Association: Power, Purpose, and Politics in Organized Medicine ” 

1 ale Lav Journal , Vol. LXIII (/May, 1954), pp. 937-1022. me ’ 



289 


LIFE INSURANCE , SOCIAL SECURITY , PENSIONS 

the world except in Israel and Soviet Russia, it is substantially lower than 
it was sixty years ago. There were 158 physicians per 100,000 people in 
1900, 125 in 1930, and 133 in 1959 (see Fig. 35). This rate has varied rela¬ 
tively little in recent years. Regional differences are pronounced, wit! the 

Physicians per 100,000 Persons, by Type ok Practice, 

1931-57 and Projection for 1975 



FIG. 35. There has been no significant increase in the number of physicians per 100,000 people 
during the last few decades. Note the increase in the number of physicians in teaching, research, 
and hospital service. The number of physicians in private practice, per 100,000 people, has 
declined. From "Physicians for a Growing America," Report of the Surgeon General's Consultant 
Group on Medical Education, 1959, p. 8. 

ratio, in 1957, varying all the way from 81 in the Southeast to 154 in the Cen¬ 
tral Atlantic states. The differences in the physicians ratio are still more 
conspicuous when single states are compared. Here the physicians ratio 
varies from 69 in Mississippi to 185 in New York. The ratio is lowest in the 
isolated rural regions and increases with the size of the community, as does 
a physician’s income. 

The point can possibly be made that the automobile, the telephone, and 
the availability of new diagnostic and therapeutic devices have so increased 
a physician’s productivity that relatively fewer physicians can do as wei! 
or better a job than was done by relatively more physicians in the past. But 
with the progress of medical science, there are so many more opportunities 
for physicians to render service that this point does not seem to be well 
taken. 9 Most doctors are badly overworked. Their average workweek is 

9 See Joseph W. Garbarino, “Price Behavior and Productivity in the Medical 
Market,” Industrial and Labor Relations Review, Vol. XIII, No. 1 ; October, 1959), 
pp. 3-15, 
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60 hours and they see about 26 patients in a day. An average individual con¬ 
sults his physician five times a year, as against two and one-half times in 
1930. In that year only one in every two people consulted a doctor; now 
two in every three do so per year. In 1930, 40 per cent of a doctor’s con¬ 
sultations consisted of home calls. By now this percentage has fallen to 8, 
further weakening the claim that the physician’s automobile has signifi¬ 
cantly added to his productivity. The physicians are so overworked that 
they try to reduce the number of home calls as much as possible. 

The number of hospital beds per 1,000 people has increased from 8.3 in 
1934 to 9.2 in 1957. Here again there arc pronounced differences among the 
various regions of the country. In some states, there arc only 4 to 5 beds per 
1,000 people. Under the terms of the Hill-Burton Act of 1946, federal 
grants are made for the construction of hospitals. In 1958 the number of 
hospital beds required to meet the standards established by this law was 2.4 
million, compared with only 1.2 million existing acceptable beds. While the 
hospital situation gradually improves, much remains to be done. 

The inadequacy of our medical personnel is not limited to physicians 
but refers to other health personnel as well, especially to nurses. In the pres¬ 
ent context we shall disregard these shortages and concentrate on the num¬ 
ber of physicians. Over the past twenty years no significant increase has 
occurred in the proportion of young people attending medical schools; 
whereas the proportion of those receiving a college education has increased 
fourfold, and the proportion of young people entering schools of engineer¬ 
ing, sixfold. In 1905 the enrollment in the medical schools of the nation was 
26,147; in 1959, it was 29,614. The graduating class of 1905 was 5,606, that 
of 1959, 6,895 (see Fig. 36). Thirteen of our states have no full-fledged 
medical school. Approximately one half of our medical schools arc public 
institutions which are supported from state and local funds and grant pre¬ 
ferred enrollment to state and local residents. The ratio of applicants for 
admission to medical schools to the number of accepted applicants has in 
recent years been close to 2. The ratio of applications to accepted appli¬ 
cants is, of course, a much higher one, since many students apply for 
admission to more than one school. While the tuition charged for a medical 
education may seem expensive, the annual cost of such an education is far 
in excess of tuition, amounting to over $8,000 per student. 

In 1959 the number of young physicians graduating from medical 
schools and schools of osteopathy in the country was 7,400. According to 
current plans this figure is to rise to about 7,900 in 1965, an increase that is 
insufficient even to maintain the current ratio of physicians to population. 
To maintain this ratio over the next fifteen years, the number of graduates 
would have to rise to 11,000 per year by 1975. Any significant increase in 
the number of physicians would require a substantial expansion of the ca¬ 
pacity of our medical schools. The use of federal funds for this purpose, 
while it has frequently been proposed, continues to be resisted in influential 
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Number of Medical Graduates and of Ph.D.’s, 
1920-58 and Projections to 1975 



FIG. 36. The number of Ph.D.’s has increased at a faster rate than the number of medical 
graduates in a year. The chart is plotted on a logarithmic scale, where equal vertical distances 
show equal percentage changes or rates of growth. From "Physicians for a Growing America," 
Report of the Surgeon General's Consultant Group on Medical Education, 1959, p. 7. 


quarters. Moreover, while the ratio of applicants for admission to medical 
schools to accepted applicants continues to be about 2, it was higher in the 
past. This seems to indicate that the financial burden of the protracted 
medical education is so heavy that many potential candidates for admission 
arc discouraged from entering a career in medicine. The situation requires 
a reorganization of the curriculum and improved financial rewards during 
the later stages of the medical training. A medical training now calls for 
four years of college, another four years in medical school, one year of 
internship, and from two to five years additional training in the field of 
specialization. There is, of course, no pay during the initial stages, and only 
a nominal one during the later years. If the curriculum were specifically 
designed to deter people from joining the ranks of the physicians, it would 
not look much different. 

The gravity of the situation regarding the supply of physicians is in¬ 
deed such that measures that strengthen only the effective demand for their 
services will be of little help in improving medical care. Parallel efforts are 
required that will affect favorably both demand and supply. Unless this 
is done, the physicians ratio is likely to fall to a still lower level, doctors 
will be more overworked than they are at the present time, and the in¬ 
dividual attention they are able to give to a patient will be intolerably re¬ 
duced. As has been pointed out by an eminently qualified observer, “at the 
moment our people do not even seem to be aware of the danger they are 
courting. They seem to be unmoved by the prospective loss of capability 
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and productivity, by the unnecessary toll of life that will be taken, or even 
that is now being taken.” 10 

GENERAL VIEW OF SOCIAL SECURITY 

A few years ago, it could be said that the principal defects of our social 
security system were its unduly low benefits, its restricted coverage, and 
the absence of provisions designed to cope with such important risks as that 
of sickness. With respect to benefits and coverage, much progress has been 
made, especially in the field of old age, survivors, and disability insurance. 
In the field of health care the resistance of the organized medical profession 
to any change that might adversely affect the very high income status of 
medical practitioners has thus far prevented not only the entry of social in¬ 
surance into the health field but also the desirable improvement of the sup¬ 
ply of physicians. 

I he discussion of social security programs in the United States has been 
much stimulated by the experience of other countries. Of more recent for¬ 
eign proposals, Lord Beveridge’s comprehensive plan of social insurance, 
published in 1942, has aroused most interest. His scheme, providing security 
from the cradle to the grave,” is especially adapted to British conditions 
but has features that may well serve as model for other countries. Among 
these the following stand out: (1) Public participation in the costs of rear¬ 
ing all children, not only of persons depending on aid: (2) the assumption, 
by the government, of industrial insurance (small life insurance); (3) the 
proposal to base all social insurance benefits on the normal costs of sub¬ 
sistence. 


INDUSTRIAL PENSIONS 

Expansion of Coverage. The growth of life insurance and the ex¬ 
pansion of the old age, survivors, and disability feature of the Social Se¬ 
curity Act has of late been paralleled by an unprecedented rise in industrial 
pension systems. Compared with the number of persons covered by old age 
and survivors insurance, the coverage of industrial pension systems still 
remains relatively small, however, extending to one in every four workers. 

Since 1945 the number of persons under such coverage has approxi¬ 
mately tripled, but it is unlikely that the expansion will continue at so rapid 
a pace in the future. By and large, claims to private pensions are the privilege 
of an industrial elite, represented by powerful trade-unions and employed 
by large and financially strong firms. After having won a foothold among 
the larger industrial enterprises, the further spread of the pension idea 
among the smaller concerns is beset with many difficulties. Hence, private 
industrial pensions will remain a complement rather than a substitute of 


£ | 10 ^^. rcss President Grayson Kirk of Columbia University, before a meeting 
of the National Fund for Medical Education and the Association of American Medical 
Colleges, New \ ork City, March 26, 1958. meaicai 
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benefits forthcoming under the old age and survivors insurance of the So¬ 
cial Security Act. As most of the private pension plans are of relatively 
recent origin, only about one in every ten aged persons receives benefits 
from them at the present time. 

Factors Accounting for Growth . The expansion of the coverage under 
private pension plans is the consequence of a number of special factors, 
which will be enumerated forthwith. Apart from these the general condi¬ 
tions responsible for the growing concern with financial security during 
old age, as manifested by the rise of private and social insurance, have 
stimulated also the growth of industrial pensions. Among these general con¬ 
ditions, it will be remembered, there are such factors as the increase in the 
proportion of our aged population and the changing pattern of family life, 
with the aged people aspiring for the maintenance of a household of their 
own. 

The special factors accounting for the growth of private pensions in 
recent years touch upon many facets of our economic history of the im¬ 
mediate past. On the employee side, a noticeable change has occurred in 
the traditional union attitude of suspicion against employer-financed pen¬ 
sion plans. In fact, industrial pensions have become a favored objective of 
many trade-unions. This, again, is due to several factors. The policy of 
wage stabilization, pursued by the government during the w r ar and postwar 
years, placed a ceiling on collective bargaining for traditional union ob¬ 
jectives. However, while this policy operated against immediate wage 
increases, it did not preclude the making of pension arrangements. Trade- 
unions thus found a new T issue for collective bargaining, which they pressed 
with vigor. The Supreme Court affirmed the obligation of employers to 
bargain on pensions under the provisions of the Labor-Management Rela¬ 
tions Act, turning the refusal to undertake such bargaining into an unfair 
labor practice. A presidential fact-finding board, appointed to examine in¬ 
dustrial relations in the steel industry, spoke in its report of September 10, 
1949, of a “social obligation,” resting “upon industry to provide ... retire¬ 
ment allowances, in an adequate amount as supplementary to the amount 
of security furnished by the government.” 

The raising of the pension issue on the employee side was supported 
also by the inadequacy of benefits available under the Social Security Act. 
Old age benefits had remained unchanged until 1950, while the wartime 
and postwar rise in prices continuously and relentlessly reduced their real 
value. Moreover, many high-level executives of industrial concerns had 
arranged for large, company-financed pensions for themselves, and these 
arrangements did not go unnoticed among the rank and file. 11 

11 Providing for old age had become more difficult also for the well-to-do because 
of the steep rise in income taxation and the decline of interest rates. The former factor 
reduced the disposable income available for saving, while the latter laised the rate of 
saving required to accumulate a fund of a given size. 
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Of great importance also was the fact that a substantial part of the cost 
of private pensions, in the light of new rulings, could be financed at the 
expense of the federal income tax collector rather than of the company 
itself. If a pension plan lives up to certain requirements, the employing con¬ 
cern is permitted to deduct its contributions from its taxable income. Under 
high rates of corporate income taxation, combined, at times, with steep 
excess profits taxes, this implied that the equivalent of a large part of a 
firm's potential outlay for pensions would go to the tax collector if no 
pension plan were in existence. An individual, on the other hand, eager to 
build up a fund to finance a pension for himself, would have to make con¬ 
tributions out of an income initially reduced by the income tax. 

Types of Pension Plans . Pension plans vary greatly in detail, although 
the basic elements are substantially alike. A typical pension plan is the out¬ 
come of a collective bargain under which the employer grants his workers, 
after some 25 years of employment with the firm, a pension that will vary 
from 20 to 45 per cent of average wages. Arrangements of this type are 
known as “pattern” plans; whereas the older types of pension plans, which 
are granted by the employer without negotiation with the union, are known 
as “conventional.” 

The typical plan provides that the cost of the private pensions be borne 
by the employer. Such a plan is referred to as “noncontributory,” as dis¬ 
tinguished from the “contributory” plans which, in part, are financed by 
employee contributions. 

Under some plans, especially under the contributory ones, the employee 
acquires a “vested right,” which enables him to change his job without 
losing his claim to the accumulation from which his pension is to be 
financed. 

A company which sponsors a pension plan makes an important con¬ 
tribution to the morale of its employees, providing them with a new incen¬ 
tive. By the same token, a company which maintains a pension plan will be 
in a better position to attract desirable help from the outside than a simi¬ 
larly situated company without a pension plan. Existing pension plans tend 
to reduce costly labor turnover, especially among the age group from 30 
to 45, whose members will think twice before they abandon their pension 
rights. Furthermore, if the pension plan makes the retirement of workers of 
a certain age mandatory, the company’s payroll will be free of inefficient 
oldsters. 

However, mandatory retirement forces off the payroll inefficient and 
efficient employees alike, to the detriment of the latter and of the whole 
nation. In the light of this consideration, and also because of the brisk 
demand for labor, the rules pertaining to the retirement age were made 
more flexible. If the retirement is postponed, pension costs can be substan¬ 
tially reduced or benefits raised. A pension of $130 at age 68 is estimated 
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to cost no more than one of $108 at age 66 or one of $100 at age 65. 

Pension plans may operate to the detriment of workers over 45, who, 
in any event, have no easy time in locating a new job. Firms may be even 
more hesitant to hire such workers in view of the heavy pension liability 
incidental to their employment. 

If, as is true in many instances, the worker has rio vested rights—that is, 
if he loses his pension claim upon separation from a given employer—his 
mobility will be unduly restricted. The penalty for changing jobs is so 
severe in these cases that the worker is prevented from making the best of 
opportunities beckoning elsewhere. But if rights are vested in the worker, 
the reduction in labor turnover is liable to be illusory. 

Financing Pension Plans. It is, of course, of the utmost importance 
that the pension plan be soundly financed. Otherwise the employee cannot 
be sure that the benefit payments, which will fall due in the distant future, 
will actually be forthcoming. If the employing concern is under duty to 
finance the plan properly, it is less likely to assume liabilities which it will 
be unable to fulfill than if it merely promises to pay pensions when they 
fall due. In past years, pension plans have occasionally failed, the most dra¬ 
matic example having been the difficulties of the pension fund of the rail¬ 
road industry, which was rescued by the federal government in 1934. 

Unfunded Plans. Pension plans arc either funded or not funded. Plans 
which are not funded are financially unsound. In their most extreme form, 
they proceed on a pay-as-you-go, or cash disbursement, basis. The firm then 
keeps a retired employee on the payroll at reduced earnings and pays him 
his benefits out of current revenues. Plans of this sort offer no reliable 
promise of fulfillment. Their cost is high, since no fund is accumulated on 
which interest can be earned. Slightly better, but still inadequate, are plans 
which delay the funding until the actual retirement of an employee, pro¬ 
viding, for example, for the purchase of an annuity upon retirement. 

Funded Plans. A firm which initiates a pension plan assumes two sorts 
of obligations. First, it must finance the pension claims of its employees 
which arise from the services which they have rendered in the past—the 
past service liability. The assumption of this liability raises retroactively, as 
it were, the production costs incurred by the firm during past periods. In 
addition the firm must finance the pension claims of its employees based 
upon services to be rendered in the future—the future service liability, 
which is going to increase the firm’s production costs in the periods ahead. 

The amount of money required to defray currently the future service 
liability usually does not exceed 6 to 7 per cent of a firm’s payroll. The 
amount required to meet the past service liability varies, depending, as it 
does, upon the length of time a firm has been in existence. If a newly estab¬ 
lished firm immediately starts out with a pension plan, its past service lia¬ 
bility is zero, there being no past services. A relatively young concern may 
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have a past service liability of one third of its annual payroll. For an older 
concern the liability is greater, increasing to one half or three fourths of 
the payroll 

When a firm currently meets its future service liability and pays interest 
on an amount equal to the past service liability, the pension plan is said to 
be partially funded. When the firm currently meets its future service lia¬ 
bility, and, in addition, pays off the past service liability, either at once, or, 
as is more usual, in the form of installments, the plan is completely funded. 
Private pension plans that are not completely funded are basically unsound, 
although some students of the matter are satisfied with partially funded 
plans. They point out that that part of the fund represented by the past 
service liability will ordinarily not be required for the payment of pensions. 
This is true so far as it goes, but it fails if the firm is liquidated or if it does 
not keep the number of its employees constant. 

Few firms are in a position to pay off the entire past service liability at 
once. Moreover, to be deductible from taxable income, no more than 10 
per cent of the past service liability may be paid off in any one year. Many 
companies’ plans thus provide for complete funding over a period of 10, 
20, or more years. For a 20-year period the annual cost of the entire pension 
program is estimated at about 10 per cent of the payroll. After completion 
of the period the plan then continues on a fully funded basis, with costs 
reverting to 6 to 7 per cent of the payroll. 

Funded plans either arc insured or self-administered. The insurance ar¬ 
rangement is preferred by the smaller firms; and, in fact, most funded plans 
are of the insured variety. A majority of the persons covered by funded 
plans, however, is under noninsured programs. Under these, a trust is 
created to handle the reserve fund and administer the plan. Usually a bank 
is appointed trustee. 

1 he insured plans, it is held, ordinarily are based upon highly conserva¬ 
tive methods of estimating costs. Under such plans, arrangements are made, 
again in many different forms, w ith an insurance company, which receives 
premiums, invests the proceeds, and pays out the benefits. Insured plans 
rarely have failed in the past. 

1 o safeguard the funds, the Congress passed in 1958 the Welfare and 
Pension Plan Disclosure Act, which requires that descriptions of pension 
plans be filed with the Secretary of Labor and that annual financial reports 
be submitted. 1 he federal law is inadequate and does not constitute a safe¬ 
guard against abuses. In a number of states additional regulations of greater 
stringency prevail. 

Pension Funds and the Capital Market. In 1960, the amount of money 
in private pension funds approached the $50 billion mark, compared with 
$12 billion ten years earlier. Another $100 billion was in government retire¬ 
ment funds—for railroad workers, civil servants, and old age and survivors 
insurance—which held almost three times as much as in 1950. Because of 
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the size to which private pension funds have grown, they represent a new 
and important factor at the capital market. 

The total of such funds, public and private, increases every year by 
about $10 billion, or by close to two thirds of the annual amount of in¬ 
dividual financial savings during the late 1950’s—additions to currency and 
bank deposits, savings shares, securities purchases, etc. 

The investments of the noninsured corporate pension funds are of spe¬ 
cial interest (see Fig. 37). Many of these are administered by the large New 
York banks as trustees. The funds—$28 billion in 1960, that is, more than 

Assets of Corporate Pension Funds, 
in Billions of Dollars 

301-1 
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FIG. 37. This shows the growth of the assets of corporate pension funds, exclusive of those 
administered by insurance companies and unions. From Securities and Exchange Commission, 
Statistical Series , May 31, 1960. 


the amount in the federal government’s old age and survivors insurance 
trust fund—need not be held in highly liquid form, since benefits can be 
paid out of investment income and new inflows of money into the funds. 
It is thus not surprising that these pension funds have come to be an ever¬ 
growing receptacle of “blue chips,” to which they will hold on through 
the years. A typical fund may contain close to 45 per cent of the value of 
its investments in the form of common stocks, about 40 per cent in cor- 
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porate bonds, and the rest in U.S. government securities, mortages, and 
preferred stocks. Many students of finance are of the opinion that the funds’ 
absorption of high-grade securities is bound to exert a steadying influence, 
especially on stock prices, and to attach, as time goes on, a noticeable 
scarcity value to these securities. Others will point out, however, that in 
terms of the total value of outstanding securities, the proportion held by the 
pension funds is only a small one. As regards the market value of all equities 
listed on the New York Stock Exchange at the end of 1959, over 4 per 
cent of it was in equities held by noninsured corporate pension funds, about 
1 per cent more than at the end of 1955. The student of economics, appre¬ 
ciating, as he does, the significance of marginal rather than total quantities, 
will be reluctant to belittle the role of the pension funds at the securities 
markets. 

Many individual pension funds, especially the old, established ones, are 
very large. The pension fund of AT&T is about $3 billion. That of Sears, 
Roebuck & Co. is about $1 billion. That of the Ford Motor Company, 
which is only ten years old, is about $250 million. If a pension fund were 
to invest in the stock of its parent company, it could in many instances 
control the latter before long. If it were to concentrate its investments and 
accumulate stock of another company, it could control this one. With some 
notable exceptions—the Sears, Roebuck pension fund is by far the largest 
stockholder of Sears stock, holding over 25 per cent—the funds have, how¬ 
ever, adopted an investment policy which diffuses the value of their port¬ 
folios over many different securities and does not give them control over 
individual companies. But at the rate at which the funds’ assets grow, they 
can be converted into an instrument of control over an ever-expanding 
segment of American industry, exercised by the trustee-banks and poten¬ 
tially by the beneficiaries of the funds. 

SUMMARY 

Incomes which accrue to people in the ordinary business of life may 
suffice to meet common needs, but provision must be made for events that 
happen as the result of unpredictable forces. This can be accomplished with 
the help of insurance. Insurance redistributes losses from risks. 

The economic significance of life insurance does not exclusively rest 
upon the protection w hich it grants to the policyholder and his family. The 
purchase of life insurance has become so common that insurance companies 
have assumed the role of a leading investor. Their investments are less 
venturesome than those which an individual might willingly undertake for 
himself. 

Most types of life insurance, of which there is a great variety, contain 
elements of investment as well as of protection. The stronger the invest- 
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ment element, the higher is the cash surrender value of the policy. Insurance 
companies are subject to public regulation exercised by the states. 

In spite of the availability of private insurance for many common risks, 
numerous people fail to make adequate provisions, being hampered by in¬ 
sufficient financial resources. For some risks the costs of private insurance 
are high, and for others such insurance is ordinarily not available. For these 
reasons, public insurance has come to the fore. There is a mandatory system 
of old age, survivors, and disability insurance for wage and salary earners 
and for the self-employed, sponsored by the federal government. The fed¬ 
eral government has also promoted state programs of assistance to the needy 
aged, to dependent children, to the needy blind, and to the permanently 
and totally disabled. State legislation makes employers liable for compen¬ 
sation if industrial accidents befall workers. Provisions for health insurance 
are advocated by many students of social security. 

In addition to life insurance and social security, many employees of the 
larger industrial enterprises have claims to pensions granted under private 
plans. Private pension plans have greatly increased in recent years. 
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STUDY QUESTIONS 

1. Which type of life insurance purchases only protection and does not con¬ 
stitute saving? 

2. What are some tax advantages of the purchase of life insurance? 

3. What types of life insurance companies do you know? 

4. Why arc premiums for limited payment life insurance higher than premiums 
for whole life insurance? 

5. What is meant by actuarial science? 

6. What is the difference between the increasing premium plan and the level 
premium plan? 

7. What is the status of federal regulation of life insurance? 

8. What is the difference between public insurance and private insurance? 

9. Which provides greater protection against inflation, life insurance or old 
age and survivors insurance? 

10. What is the difference betw een old age and survivors insurance and old age 
assistance? 

11. Which groups are excluded from the coverage of old age and survivors 
insurance? 

12. What are the three common-law defenses against the claim of an employee 
for damages suffered on account of work injuries? 

13. What provisions regarding sickness benefits does the 1960 amendment to 
the Social Security Act contain? 
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14 . What is the situation regarding the supply of medical personnel? 

15. What factors account for the growth of industrial pensions? 

16. What types of pension plans do you know? 

17. How do pension plans affect the mobility of workers? 

18. What is the role of pension funds on the capital market? 

19. Why is it desirable to have a pension plan funded? 

20. In connection with private pension plans, what is the meaning of csted 
rights? 



Chapter 


PROBLEMS OF HOUSING 


AND URBAN DEVELOPMENT 


High incomes and sound prospects of financial security do not provide 
solutions to all the problems confronting the individual. There was, to 
name only one, continuous concern with the housing problem during the 
forties; and while the problem has become a less pressing one in recent 
years, it still poses a number of issues that call for discussion. In this chapter 
we will consider first the factors which determine the demand for housing, 
and we shall see how this demand is being met. The discussion then turns 
to the high cost of housing and to problems of home ownership. The chap¬ 
ter is concluded with an analysis of public housing, slum clearance, urban 
renewal, the movement to the suburbs, and related matters affecting the 
housing market. 


THE DEAAAND FOR HOUSING 

The most important single factor affecting the demand for new housing 
is the rate at which new households are formed. The formation of house¬ 
holds, in turn, reflects the marriage rate, that is, the number of marriages 
per thousand people. This rate reached a peak in 1946—after the end of 
World War II brought the removal of an obstacle that had resulted in the 
postponement of many marriages—and has since fallen off to a more normal 
rate of 8, or 1.4 million marriages per year. A new upward movement is 
expected to set in after 1960, when the large number of children born 
during the forties will become of marriageable age. 

The number of newly wed couples is not exactly equal to the number of 
claimants for new housing facilities. While new marriages are formed, 
others are dissolved by death or divorce. Again, marriages dissolved by the 
death of one partner do not in all cases result in the freeing of a dwelling* 
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unit. More so than in the past, widows and widowers tend to maintain their 
own quarters instead of joining the households of friends or relatives. For 
the early 1960’s, net household formation may be estimated at 1,020,000 a 
year, to rise to 1,080,000 during the second half of the decade. To put it 
another way: our population is expected to increase, by about 3 million 
every year during the next few years. Assuming an average size of 3.3 : per¬ 
sons per household or dwelling unit, some 1,000,000 dwelling units would 
be required every year to house the net addition to the population. 

This, however, is not the final word. Every year a certain number of 
dwelling units are demolished or lost through fire and other catastrophe, 
and the inhabitants of these will find new quarters—say, 200,000 a year. 
Furthermore, the distribution of our population among the different re¬ 
gions and localities is not a stationary one. There is a good deal of internal 
migration, particularly to the West Coast. People are unable to take their 
homes along when they move to a new location—unless they happen to 
live in a trailer—and an increase in the vacancy rate at the place of their 
former residence does not do them any good when they look for living 
quarters at the place of destination. To provide an adequate over-all va¬ 
cancy rate, another 100,000 dwelling units are needed per year. 

In addition to this, there is a substantial replacement demand. Houses 
get older, and as time goes on, they need to be replaced. As of 1956, only 
one in five dwelling units was in structures built after April, 1950. Almost 
54 per cent were in structures built in 1929 or earlier. About 25 per cent 
were built between 1930 and 1950. While great improvements have been 
made in the quality of housing, 17 per cent of all dwelling units w ere still 
without private flush toilet in 1956. Broadly speaking, if we assume that our 
entire housing stock of some 60 million dwelling units calls for complete 
replacement every hundred years, this would make for annual replacement 
requirements of 600,000 units. As demolitions have already been considered 
earlier, and estimated at 200,000, the replacement demand to be added to 
requirements would be less than the full number, say 400,000 units. Thus: 


New households, net. 1,020,000 

Demolitions. 200,000 

V acancies. 100,000 

Replacement. 400,000 


1,720,000 


This would be made up of new construction of 1.4 to 1.5 million dwell¬ 
ing units a year; the rest would come from conversions of old homes that 
have become too large to meet current requirements, from trailers, seasonal 
bungalows, and the like. 1 

1 See Editors of Fortune , Markets of the Sixties (New York: Harper &. Bros., 1960), 
pp. 133 ff. 
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Thus far we have used the expressions “requirements” and “demand” 
interchangeably. This is really not a satisfactory procedure, and we must 
now correct it. A person may “require” palatial living quarters, a penthouse, 
picture windows, or an outdoor swimming pool; but unless his require¬ 
ments are supported by effective demand, that is, purchasing power, he will 
not be able to meet them. 

If in our examination of the effectiveness of the demand for housing we 
relate income to the demand for housing, we must anticipate an observation 
that will be discussed more fully on a later page: the fact that since the 
early thirties, building costs have risen much more sharply than the cost of 
living. The reaction to this among average families has been a peculiar one. 
Whereas such a family now has a real income substantially larger than in 
1929, the value of the average dwelling unit, again in real terms, has actually 
fallen. 'This means that a family in a given income bracket will be satisfied 
with a home lower in value than the home a typical family in the same 
bracket would have inhabited thirty years ago. 2 

'This phenomenon is the result not only of higher building costs but of 
a number of other factors, such as the government’s promotion of low- 
priced housing construction; the decline in the average size of the house¬ 
hold from 4 persons in 1930 to 3.35 in 1960; the increasing employment of 
women in industry; the difficulties in finding household help; and the emer¬ 
gence of rival bidders for the ordinary consumer dollar such as expensive 
automobiles, television sets, and other household appliances. 

The greater prominence of relatively low-priced homes does not mean, 
however, that the low-income groups have adequate living quarters. Hous¬ 
ing conditions are especially deplorable among racial minorities. In 1950, 
nearly 70 per cent of the nonw hite families lived in dwellings that were 
characterized as dilapidated or w ere deficient in plumbing facilities. This 
is nearly three times the proportion of white families living under such 
conditions. 


THE SUPPLY OF HOUSING 

In the preceding section, we have estimated the annual requirements 
for new r nonfarm dw elling units at 1.4 million. It so happens that this is 
approximately the number of such dw elling units constructed in 1959. 

Construction of non farm dwelling units reached a previous peak of 1.4 
million in 1950 and since then has averaged 1.2 million. It is interesting to 
note that the 1-million mark of new ly constructed nonfarm dwelling units 
w'as almost reached as long ago as in 1925, when the figure stood at 937,000 
(see Fig. 38). This number was not exceeded until 1949, and then only by 
a small margin. Meanw hile the population had risen from 116 to 149 million, 

2 Ibid. , pp. 153 f., and “The Insatiable Market for Housing,” Fortune , February 
1954, p. 103. 
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New Dwelling Units in Nonfarm Areas 



FIG. 38. Housing construction fell off severely during the depression of the 1930’s and the war 
period of the 1940’s. Since then there have been setbacks, but the number of new dwelling units 
in nonfarm areas usually is well over one million a year. From Housing and Home Finance Agency, 
12th Annual Report , 1958, p. 9. 

and real per capita income had doubled. If we build a million or so new 
homes a year, we are not doing much better than we did thirty-five years 
ago, when population and real income were much smaller. Moreover, the 
average dwelling unit of 1925 had considerably more floorspacc than that 
of the presently constructed one. 

In past years, construction activity has been subject to pronounced 
fluctuations, so much so that many economists speak of building cycles, 
with each cycle spanning a period of about twenty years (see Fig. 39). 

A number of attempts have been made to explain the reasons for the 
cyclical behavior of residential construction activity. Some students of the 
matter have related the building cycle to the marriage rate, without being 
able, however, to eliminate the possibility of a causal effect of the building 
cycle, by way of changes in income and employment, on the marriage and 
birth rate. Others have made much of the influence of wars on building 
cycles. While it is undoubtedly true that residential building activity comes 
to a virtual standstill during a major war, this factor does not provide an 
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The Building Cycle in the United States 



FIG. 39. Fluctuations in building and real estate activity have an appearance of regularity. The 
peaks and troughs indicate a cycle of about twenty years. Source: F. A. Pearson and Associates, 
“Prices, Building and History,” Farm Economics (New York State College of Agriculture), October, 
1951, p. 4736. 

adequate explanation of the length of the cycle. No convincing explanation 
of the building cycle has as yet been produced. 

If a trough of the building cycle coincides with a severe depression of 
business in general, as was the case during the thirties, the situation is a 
serious one indeed. Total nonagricultural employment then declined by 
one third, but employment in the residential construction industry went 
down by four fifths. It is thus correct to say that the behavior of the con¬ 
struction industry, a typical investment industry as well as a key industry, 
accounts to a large part for the fluctuations in business activity. Its decline 
during a depression spells a reduction of employment and income as w ell 
as a shortage of housing facilities that will be felt for years to come. 

THE COST OF HOUSING 

In analyzing the cost of housing, we must distinguish between the initial 
outlay, the expenses incidental to financing it, and taxes and maintenance. 

I he initial outlay is composed of the following items: land and improve¬ 
ments, materials, labor at the site, contractor’s profit and overhead. While 
the relative importance of the several elements is subject to substantial 
variations, depending upon the type of building, the costs of materials and 
of labor at the site are larger by far than those of the other items and may 
constitute as much as three fourths of the total. The cost of land and im¬ 
provements, around 10 per cent of the total in the 1940’s, has risen fast 
since mid-century and is now close to 20 per cent. 

Land and Improvements. The rise in land values relative to other cost 
items is a new' phenomenon since such values have been falling for several 
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decades of the century. As the cost of holding unimproved land is made up 
of real property taxes and compound interest on the initial investment, this 
cost has gone up parallel with the rise in interest rates. Holding unimproved 
land means foregoing the returns on the money sunk into it. Depending 
on the rate of interest that could be earned elsewhere, an amount will double 
in 23 years at 3 per cent interest and in 12 years at 6 per cent. The second 
alternative about reflects what has happened in recent years. Rising interest 
rates, in combination with inflation, which makes people eager to invest in 
land, do not tell the whole story, however. Of great importance has also 
been the movement to the suburbs, which has caused developers and build¬ 
ers to bid up the prices of choice sites. 

Contracting and Subcontracting Once a site has been selected the spon¬ 
sor of a building project will enter into relationships with a contractor, 
whose business is the utilization of construction materials and labor in 
construction work for others, or for himself for speculative and investment 
purposes. The contracting business continues to be characterized by the 
small scale of its operations. Apart from the general contractor, there arc 
numerous kinds of specialized contractors. By census count, their number 
exceeds thirty. The principal contractor, who assumes responsibility for 
erecting the building and organizing the construction job, makes his services 
available on the basis of a bid or against payment of cost plus fee. He fulfills 
his obligation by doing certain works himself, by making subcontracts, and 
by engaging in a multiplicity of transactions with city officials, labor 
organizations, suppliers of materials, and subcontractors. 

The organization of the construction job is thus quite unlike the typical 
operations in modern large-scale enterprise. There are countless occasions 
for waste and delay. The participation of so many more or less independent 
agencies operates against proper synchronization. Deliveries of materials 
may not be forthcoming at the right time. One subcontractor may have to 
wait until the other has done his job. Labor may have to be kept in readiness 
over unduly long periods of time; city and union officials may prove un- 
tractable; the capriciousness of the weather may impede progress according 
to schedule. 

On occasion, contractors have sought to monopolize their trade by 
restrictive practices. Local contractors have maintained bid depositories 
under which they submitted their bids to a central office. This then 
brought pressure to bear on low bidders, threw out bids considered too 
low, and allotted them in rotation to a chosen few. Manipulations of this 
type, though they are discredited and unlawful, may contribute to higher 
construction costs. 

Building Materials . Building materials, the largest cost item, often arc 
inadequately standardized. As even a small home requires many hundreds 
of different types of merchandise, the lack of standardization inflates the 
number of available items enormously. On the buying end, there is a large 
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number of small contracting firms which purchase from a variety of 
specialized retailers rather than from manufacturers or wholesalers. 

Manufacture of building materials is highly concentrated among 
monopolists, oligopolists, and restrictive combinations. This applies to 
lumber, steel, plaster, cement, plumbing, glass, copper, concrete bars, 
structural shapes, and many other items required in construction work. 
In a market situation of this type the incentive to reduce prices and operate 
under optimum conditions of cost is small anyhow. It is further reduced by 
the negligible importance of the price of one item in the whole materials 
bill. Price reductions of one specific material, therefore, are unlikely to lead 
to a substantial increase in sales. Reductions of distributors’ margins are 
resisted also, and the long-winded distribution system is maintained by 
collective action among producers and distributors, sometimes aided by 
contractors, labor unions and municipal governments. 

Violations of the antitrust laws have been frequent among the suppliers 
of building material. Trade associations and other groups of lumber inter¬ 
ests have been active in restricting supplies, allocating markets, and main¬ 
taining prices. In the field of plumbing and heating, distribution channels 
were established under which manufacturers would sell only to jobbers who 
confined their sales to master plumbers; master plumbers would not install 
supplies which they did not sell; and the plumbers’ unions would not work 
for master plumbers who did not obtain supplies through these channels. 
In the cement industry, a system of delivered prices similar to the basing 
point system fashioned by the steel industry was in force for thirty years. 
This system results in identical bids of all suppliers, wherever they may be 
located. 

Labor . Labor in the building trades and related occupations is organ¬ 
ized in a number of craft unions. The policies of these have been often 
criticized, especially the frequency and duration of jurisdictional disputes, 
the resistance of unions to technological change, their insistence on labori¬ 
ous working rules, and their occasional collusion with contractors and 
materials suppliers. Though wage rates in the building trades are high, the 
seasonal character of the business operates against excessive annual earnings. 

Numerous jurisdictional disputes among painters and electric workers, 
carpenters and plasterers, carpenters and sheet metal workers, carpenters 
and woodworkers, occasionally lasting for decades, have caused strikes and 
delays in construction work. Resistance to technological change sometimes 
assumes the form of restrictions on output or of refusals to use certain types 
of equipment, especially those that come to the site in advanced stages of 
processing. Occasionally, antiquated practices are perpetuated by building 
ordinances drafted on behest of local building trades. 

Since union activities are exempt from the application of the antitrust 
laws, obnoxious practices may persist with impunity. Restrictive practices 
of building-trade unions have been held unlawful only in cases where there 
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was collusion between unions and nonlabor groups. 3 There is little chance 
for legal relief if the union does not openly or secretly conspire with con¬ 
tractors, manufacturers, or dealers. 

The Rising Cost of Building . It has been noted that building costs in 
recent decades have increased at a considerably faster rate than other 
prices. If we take the year 1926 as a base both for the consumer price index 
and the Boeckh index of residential dwelling-unit construction cost, the 
former stood at 163 in 1958, whereas the latter had risen to 277. The cost 
items entering into construction have become relatively more expensive 
than other things. We have noted also the behavior of the middle- and high- 
income families, who have increased much faster in numbers than the 
number of dwelling units in the price range that would have been consid¬ 
ered typical for residences of families in equivalent income brackets in 1929. 
As these families, on the whole, now live in less expensive quarters relative 
to their incomes, the conclusion seems warranted that the demand for 
housing is more elastic than was believed true in the past. In the light of 
recent investigations, an elasticity of 1.3 appears not unlikely 7 . 

This would mean that a reduction of the disparity between building 
costs and other prices might possibly result in a larger total outlay for 
housing and that the building industry, in a way, has priced itself out of 
part of the market. There are indications that the building-trade unions as 
well as representative firms in the building industry have become aware of 
this situation. They show apprehension of the high level of building costs. 

In appraising the rising cost of building and the effects that might ensue 
if a reduction were to take place, we must, however, keep in mind these 
considerations: 

First, the initial outlay incurred for a building is not the only item that 
determines the cost of shelter. The latter generally 7 is calculated and paid 
for on an annual basis and includes interest and amortization for debt, 
operation and maintenance, taxes, and utilities. It is true that debt service is 
the largest of these items, requiring perhaps as much as one half of the 
annual disbursements. Debt service charges, of course, reflect the amount 
of the debt, which in turn mirrors the outlay for building costs; but it is a 
function also of the interest rate and of the amortization period. The build¬ 
ing costs, we have seen, comprise a great variety of different items. A 
reduction in the cost of any one of these items would only ha\x moderate 
effects on the periodic charges for the cost of shelter. 

Second, the various indexes of the cost of construction or of building, 
including the one referred to here, do not really relate to changes in the 
average cost of constructing a house. Instead, they indicate the average 
changes of the prices of the various items that enter into construction. In a 

3 United States v. Brims , 272 U.S. 549 (1926); United States v. Hutcheson. 312 U.S. 
219 (1941); Allen Bradley Co. v. Local #5, Brotherhood of Electrical Workers , 3 7 5 
U.S. 797 (1944). 



310 CURRENT ECONOMIC PROBLEMS 

sense the building - cost indexes do not register the marked progress which, 
of late, has occurred as a result of the ingenuity of various builders. By 
means of rationalization, standardization, prefabrication, and the like, many 
efficient builders have been able to offset the effects of rising costs of the 
various construction items on the cost of the house. Rationalization and 
standardization have on the whole been accomplishments of large building 
concerns such as Levitt, Centex, and General Development, which are able 
to derive substantial benefits from economies of scale in purchasing and 
preparing construction material. The end of the sellers’ market in the 
housing field has brought about a more widespread adaptation to mass 
production methods throughout the construction industry. Unions have 
relaxed ancient work rules, and the manufacturers of building materials 
have come forth with new products that reduce the amount of work at the 
site. Prefabrication accounts now for about one in every ten new homes, as 
compared with one in twenty in the mid fifties. About half of the prefabri¬ 
cated houses are the product of one company, National Homes Corpora¬ 
tion. Prefabrication reduces the cost of a home by about 20 per cent. 

Housing Finance . A considerable part of the initial outlay for house 
building usually is borrow ed and repaid during subsequent periods w hich 
sometimes extend beyond the anticipated usefulness of the house. In 
conjunction with such loans the lender receives as security a proprietary 
interest, called mortgage. He is thus protected by his right to the premise 
but, apart from this, may hold the borrow er liable with his other possessions. 

The amount of nonfarm mortgage debt outstanding approached the 
$200 billion mark in 1960, having passed the $100 billion mark in 1954. 
Three fourths of the amount is taken by institutional lenders—savings and 
loan associations, insurance companies, savings and commercial banks. The 
proportion of the value of the building for which mortgage credit is 
granted has slowly risen and now r approximates 90 per cent, and, in the case 
of veterans housing, as much as 100 per cent. Interest rates on mortgages 
vary from 5 to 6 per cent. 

The institutional lenders obtain their funds from individual savers. The 
government has facilitated their operations in various ways, most notably 
through the organization of the Federal Home Loan Bank System in 1932 
and of the Federal Housing Administration two years later. The Home 
Loan Bank System is made up of eleven regional banks, whose stock is held 
by their members, primarily building and loan, and savings and loan associa¬ 
tions. The members may borrow from the banks on the security of urban 
mortages, w hile the banks in turn obtain funds through the sale of deben¬ 
tures. These are not guaranteed by the United States. Deposits with Federal 
Savings and Loan Associations and with approved state-chartered associa¬ 
tions are insured in a similar manner as are bank deposits. 

'The Federal Housing Administration does not take mortgages but 
insures those taken by institutional lenders. In 1960 there was in force over 
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$30 billion FHA mortgage insurance. Since its inception in 1934, the pro¬ 
gram has facilitated the construction of 5 million homes. Insured mortgages 
are amortized within a period from 20 to 30 years. They carry interest at a 
rate that has risen parallel with other interest rates to 5% per cent in 1959, 
to which is added an insurance fee of 0.5 per cent. These mortgages may be 
serviced by equal monthly payments. Older systems .of housing finance 
often made the whole mortgage fall due at the end of the loan period. 

By insisting upon the observation of adequate standards, the Federal 
Housing Administration has done much to improve the quality and type of 
residential construction on a nation-wide scale. It has facilitated home 
ownership by lengthening the amortization period of mortages. Federal 
insurance of mortgages has been most prominent in the field of small homes, 
although it has been made available also for larger rental projects housing 
800,000 families. In addition, it has helped to repair or improve, by means 
of special programs, some 22 million properties. Altogether the record of 
the Federal Housing Administration, which has been characterized as the 
outstanding single influence on American housing in the twentieth century, 
has been an excellent one. Home mortgages in default were less than 6 of 
every thousand on which insurance was in force. The principal blemish 
attached to the Federal Housing Administration program relates to the 
high interest return which it facilitates on investments that are insured, 
that is, carry no risk. During the 1940’s, when other interest rates declined, 
rates on insured mortgages were not reduced, while during the 1950’s FHA 
rates rose in line with other interest rates. 

While the Federal Housing Administration insures mortgages, the 
Veterans Administration guarantees mortgages to help a veteran to finance 
the purchase of a home. The amount of such mortgages outstanding in 1960 
was $30 billion, about the same as that insured by the Federal Housing 
Administration. The interest allowed on the guaranteed mortgages was 
raised to 5\\ per cent in 1959. The terms of the guaranteed loan are some¬ 
what more liberal than under the Federal Housing Administration pro¬ 
gram, but owing to the lower interest rate, such a loan is more difficult to 
obtain. 

During the late 1950’s the tight money policy pursued by the monetary 
authorities made it increasingly difficult to obtain mortgage credit. Con¬ 
struction activity fell off in 1960, and the public became concerned about 
the consequences of the policy of high interest rates and tight money, 
which added to the cost of housing and at the same time restricted the 
supply. A moderate amount of relief was created by the activities of the 
Federal National Mortgage Association, a federal institution known as 
“Fannie Mae,” which is authorized to buy mortgages. The Association 
provides assistance to the secondary market for mortgages by purchasing 
these from the original lenders and thus increases the liquidity for home 
mortgage investments. 
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To revolve the funds of the institutional mortgage lenders more 
speedily, the Federal Housing Administration, in 1960, authorized these to 
sell insured mortgages to individuals or financial institutions, thus further 
broadening the market for secondary mortgages. This did not constitute a 
break with the policy of limiting mortgage insurance to loans originally 
granted by institutional lenders. A change of this policy, making mortgage 
insurance available in the cases where the lender is a private individual, has 
often been suggested by competent students of housing. 

Taxes and Other Current Expenses. Debt service, though the most im¬ 
portant, is not the only item of w hich current expenses for shelter are 
composed. Interest and amortization may absorb 50 per cent of current 
outlay. Another 25 per cent is generally spent for taxes, while the rest goes 
info maintenance and insurance. Taxes differ from current expenses for 
debt service in important respects. They are payable long after the mort¬ 
gage may have been paid off, and they are not reduced at the same rate at 
which the building depreciates. An owner who is free of debt may still lose 
his property if he fails to pay taxes. 

Assessments usually fall short of the market value of the property, but 
on occasion they exceed it by considerable margins; and they are more 
likely to do this in the case of small than of large properties. Conditions, in 
this respect, vary greatly thoughout the country and often from locality to 
locality. The property tax is of great importance in municipal finance. 
Revenues from taxes on residential property arc close to 50 per cent of total 
municipal tax revenues in the cities over 100,000 and one third of their total 
revenues. But the property tax does not fulfill the requirements of sound 
taxation as they have evolved in the science of public finance. Ownership 
of real property is no longer correlated with ability to pay; it has come to 
be supplemented and replaced by other forms of wealth, but these are less 
susceptible to the demands of the city treasuries. There is thus little hope for 
a relaxation of real property taxation. 

TO OWN OR TO RENT 

Many students of social life consider home ow nership one of the out¬ 
standing characteristics of the American pattern. It is indeed an ideal that is 
unhesitatingly endorsed by the great majority of our people. When this 
view is supported by specific arguments, reference is usually made to the 
political and social values that arc attached to the diffusion of home owner¬ 
ship and to the intangible, nonmonetary advantages and satisfactions which 
accrue to the ow ner of a home. But the question of whether home owner¬ 
ship is preferable to rental housing also on strictly economic grounds is 
more difficult to answ er. 

In 1959, 61 per cent of all occupied dwelling units in nonfarm areas w^ere 
occupied by their owners. T his proportion is higher than ever before. 
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While it is difficult to formulate a generally valid principle that would 
place an economic premium either on home ownership or on the use of 
rented facilities, much depends upon the time element. But before exploring 
this factor, we will enumerate certain distinctive features of modern home 
ownership. 4 

Characteristics of Home Ownership . Home owners enjoy certain tax 
privileges, but they are exposed to the effects of numerous adverse factors. 
The purchaser of a home may find himself inadequately protected should 
the premise prove less suitable and fit than he thought. The burden of 
mortgage debt may prove oppressive, resulting in foreclosure and personal 
liability of the owner. The hope for speculative gains from home ownership 
may prove elusive. 

1. The acquisition of a home is under the rule of caveat emptor > a legal 
phrase meaning “let the buyer beware.” Sellers generally assume only 
minimum guarantees of the fitness and suitability of the premises. 

2. As mortgage credit has come to be granted for a very high propor¬ 
tion of the value of a house, the nature of the owner’s equity has undergone 
profound modifications. He must meet substantial charges over a period of 
time that has become longer and longer as the amortization period was 
extended. The burden of long-term debt may tend to become oppressive if 
the initial commitment is very high. The longer the amortization period, the 
larger the accumulated interest payments. 

If the family income is high for the time being, commitments are likely 
to be made that the owner may be unable to meet in less favorable times. 
If he were a tenant, he could then move to premises more suited to his 
financial circumstances. While those might not have been available during 
boom times, when the incomes of the poorest people advanced most rap¬ 
idly, they are likely to become vacant in times of adverse business fluctua¬ 
tions. The owner’s investment may prove immobile, and especially so dur¬ 
ing a depression. This not only deprives him of the opportunity to adjust 
his shelter expenses to changing income but may prevent him from utilizing 
job opportunities offered elsewhere. 

3. The historical data on the foreclosure of homes amply illustrate that 
such apprehensions are not unfounded. More than one out of six owner- 
occupied nonfarm residences, their total counted in 1930, were foreclosed 
from 1926 to 1940. In some large cities the number of foreclosures over a 
twenty-year period varied between one third and one half of the total 
number of homes. Distress would have been still larger had not the federal 
government intervened and created the Home Owners Loan Corporation, 
an organization designed to save a considerable number of homes during 
the Great Depression. 

However, the present situation is not as dangerous as might be thought 

4 To the following see Charles Abrams, The Future of Housing (New York: 
Harper & Bros., 1946), pp. 36 If. 



314 current economic problems 

in view of the availability of mortgage credit for so large a portion of the 
price of a home. To be sure, the proportion of owner-occupied nonfarm 
dwellings that are mortgaged is high and rising, the figure coming close to 
60 per cent in 1956 , compared with 44 to 45 per cent in 1950 and 1940 f and 
40 per cent in 1920. But the average owner’s equity in mortgaged homes 
was an estimated 48 per cent in 1956, as compared with 57 per cent in 1950, 
and thus has not fallen commensurately with the increase in debt. This 
favorable equity ratio in the face of low down payments largely reflects the 
rise in real estate prices since the forties. In an inflationary situation, it pays 
to buy on credit. Of course, if real estate prices were to fall, the situation 
would look much less favorable. 

Another important consideration relates to the fact that practically all 
new mortgages are now fully subject to amortization. In the past, non- 
amortized mortgages were about as frequent as amortized ones. If there is 
no amortization and the whole mortage falls due at a certain time, the 
ow ner does not build up an equity in the home during the period of the 
mortgage. If the whole mortgage is carried until repayment falls due, and 
if it falls due in times of adverse business conditions, the consequences may 
indeed be as disastrous as they were during the thirties. 

4. As has been noted, there exists a personal obligation of the debtor 
parallel to the interest in the property acquired by the mortgagee. If the 
home ow ner defaults on his obligation, the mortgagee may foreclose the 
house, recover all or part of his losses, and still hold the former owner liable 
for the balance of the debt. In the case of adverse business fluctuations, this 
arrangement may be tantamount to a serious threat to the credit and finan¬ 
cial security of the person who purchased a home under more favorable 
conditions. 

5. Sometimes the prospective purchaser is attracted by the expectation 
of speculative gains. He hopes the house will appreciate in value and that 
in the future he will be able to sell at a higher price. It is true that a good 
bargain, purchased when real estate prices w ere low', may be salable at a 
premium in the future, but the gains from such a transaction are elusive as 
long as the owner’s need for shelter persists. If he sells at the higher price, 
he will have to obtain new' facilities for himself; and these will then be 
available only at higher prices. 

6. Resident owners enjoy a number of tax privileges, but it is doubtful 
whether they are valuable enough to offset the financial effects of home 
purchases made during unfavorable periods. A person who occupies his 
ow r n home does not have to pay income tax on the imputed income derived 
from the services of the house. Thus, if a person invests his funds in stocks 
or bonds, dividends and interest payments are subject to the federal income 
tax; if he invests them in a home to live in it, no such tax is collected. When 
the home owner computes his taxable income, he may deduct real property 
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taxes and interest on mortgages. The tenant does not enjoy a corresponding 
privilege: rent is not a deductible expense. 

In a number of states, home ownership and residential construction is 
encouraged through exemptions from property taxes. None of the great 
Eastern states grants such privileges; they are most prominent in the Sowh. 
Legislation of this type is not altogether sound. It imposes an unduly large 
share of the cost of local government on the renting class whose ability to 
pay may be smaller than that of occupying owners. 

Relevance of General Economic Conditions . The foregoing remarks all 
illustrate the simple truth that it is not always advisable to buy when prices 
are high. But as real estate prices have been rising virtually all the time in 
recent decades, people who would have decided to wait with the purchase 
of a home after World War II until the return of lower prices, would still 
be w aiting. Moreover, periods of low prices generally coincide with periods 
of low r incomes when few people are able and willing to acquire a home. 
The advice to buy at low prices thus is not one that can command universal 
respect; if everybody were in the position to buy at low prices, prices 
w r ould not be low. 

No wonder then that most people tend to build and buy homes during 
periods of boom and prosperity when incomes are high and jobs plentiful. 
This is exactly the time when the costs of acquiring a home are at their 
peak. If prices and incomes fall the burden of recurring fixed charges 
gradually becomes heavier. If the owner then wants to sell, he can do so 
only at a loss. If he hangs on to the property, current costs may be out of 
proportion to his income. If he defaults on his liability and the house is 
foreclosed, he not only loses the equity which he has acquired but is 
exposed to a personal obligation which may be with him for many years to 
come. 

The relatively few people w ho acquire homes during a depression are 
in a better position. The purchase price reflects low real estate values and is 
unlikely to burden them during the future. But as few people are financially 
able to utilize such opportunities, much real estate falls into the hands of 
institutional lenders which acquire properties at foreclosure sales. 

Moreover, during the immediate past the whole issue was an exclusively 
theoretical one because the three mild and short-lived postwar recessions 
did not offer opportunities to acquire real estate at bargain prices. 


PUBLIC HOUSING 


Development and Purpose . Since 1934, private residential construction 
has been supplemented by the construction of residential dwellings financed 
by public agencies. During the thirties, public housing was designed for 
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low-incomc groups. During the war the public construction program was 
modified to serve the needs of war workers. By now, large-scale public 
construction for low-income groups has for all practical purposes ceased. 
New programs have been incorporated in various bills but since public 
housing is a much contested political issue, annual appropriations have kept 
new construction to a minimum. The total number of low-rent public 
housing units completed during the period from 1935 to 1960 is about 
450,000, less than 1 per cent of all dwelling units in existence. Construction 
in recent years has proceeded at the rate of 10,000 to 15,000 units, a mere 
token number. 

Hence the volume of public construction was never large; although 
in 1943, when there was little private construction, it exceeded that of 
private construction. The first incentive to public housing had been sup¬ 
plied by the employment situation during the Great Depression. Public 
projects, it was believed, would absorb unemployed workers, lead to sec¬ 
ondary employment and production via the multiplier, and provide housing 
facilities for those who needed them most. Under the law of public housing 
as it later developed, the Public Housing Administration was empowered 
to grant loans to local housing authorities for low-cost housing and slum 
clearance. 

The costs of such loans are relatively low, since they carry interest only 
Y> per cent in excess of the rate at which the federal government can 
borrow money. The loans are to finance 90 per cent of the costs of the 
project. Responsibility for financing the remaining 10 per cent rests with 
the local housing authorities established in accordance with enabling state 
legislation. Their operations are further facilitated by federal and local 
subsidies. The federal subsidy consists of annual contributions amounting 
in effect to 2 to 3 per cent of the cost of the project. The local subsidy must 
be no less than one fifth of the federal one, but the municipalities have 
willingly granted a multiple of the requirement. Most commonly it is given 
in the form of a tax privilege exempting the project from local property 
raxes. 

'These features—low-interest credit and subsidization—account for the 
fact that rentals for the dwellings can be much reduced. They arc made 
available to low-income families, increasingly also to aged people. The 
average monthly rental is less than $40 for facilities that in the market 
woud rent for over $100. 

Objections to Public Housing. Public housing is a highly controversial 
matter. Some critics object to the tax exemption feature. Others doubt its 
lawful character. Still others deplore the burden on the federal taxpayer. 
Again others insist that its costs are excessive, that its benefits are not 
limited to the poor, and that it is unjustified to build new quarters for low- 
income groups w hile other must be satisfied with old structures. We will 
take up these criticisms in detail. 
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1. It is said that the tax exemption feature affects local finances adversely 
and necessitates the imposition of a higher burden on properties that are 
not exempt. But in lieu of taxes the city is entitled to a service charge of 10 
per cent of the shelter rent (total rent minus utility charges), and the elimi¬ 
nation of slum areas and the ensuing rehabilitation of their inhabitants 
benefits local finances in a roundabout but nevertheless effective manner. 

Moreover the opponents of public housing often insist upon comparison 
with tax revenues that could be levied if the newly installed projects were 
not exempt. The relevant comparison is, however, with the revenues 
received in the past from the eliminated slum area. On the basis of these 
considerations, tax exemptions are unlikely to reduce unduly the municipal 
revenues so long as they apply only to small portions of the dwellings 
within the municipal orbit. 

2. The legality of public housing projects has been upheld by the courts 
of 29 states and by the Supreme Court. 5 The legal issues raised by public 
housing hinge on the question of whether or not the assumption by the 
government of this function, requiring, as it does, the expenditure of public 
funds, is intended to serve a “public purpose.” In effect the courts have 
taken the view that government activities serve a public purpose if the 
public clearly insists that the government assume them. 0 

3. The costs of the projects to the federal taxpayer do not seem exces¬ 
sive. As has been noted, the federal contribution is no more than 2 to 3 per 
cent of the cost of the projects. Apart from the subsidy, federal participa¬ 
tion is beneficial because the loans to the local housing authorities can be 
financed from the proceeds of bonds issued by the Public Housing Admin¬ 
istration. As these are government-guaranteed, they can be placed at the 
relatively low rate of interest enjoyed by the government. 

4. While the average income of all families living in public housing 
projects is less than $3,000, the progressive nature of our economy is 
responsible for the fact that, as the time goes by, there are always some 
tenants whose income has risen to an extent that would make them ineligible 
as new occupants of public housing. This phenomenon is especially pro¬ 
nounced during periods of prosperity. It calls for administrative procedures 
designed to facilitate the eventual removal of tenants capable of affording 
regular housing facilities but is no argument against public housing. Even 
during periods of prosperity the demand for public housing facilities is far 
in excess of the supply. 

5. Another criticism occasionally levied against public housing is based 
on alleged excesses in the cost of public construction. This is usually 

5 Federal Public Housing Authority v. Guckenberger, 323 U.S. 329 (1944). In the 
state of Ohio, however, the grant of tax exemption to the local housing authority was 
held unconstitutional. 

0 Myrcs S. AlcDougal and Addison A. Mueller, “Public Purpose in Public Hous¬ 
ing,” Yah law Journal , Vo), LII (1942), pp. 42-73, 
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formulated in a general way, with emphasis on the ability of private enter¬ 
prise to accomplish things at lower cost than the government. Specific 
comparisons of private and public construction costs have generally been 
inconclusive; the few that are conclusive indicate that public projects cost 
no more than comparable private ones. 7 

6. Some critics of public housing find fault with the fact that it enables 
poor people to move into new quarters while the receivers of higher, 
though still moderate, incomes must be satisfied with old premises. There is 
something to be said in support of this view, but it is an argument that 
should encourage aid to the middle-income groups rather than discourage 
public housing for the low-income groups. Important also is the observation 
that second-hand housing facilities, if they are decent, are beyond the 
means of the people for whom public projects are intended. “The hand-me- 
down theory works, hut it works to provide indecent housing for those 
w'ho get it on the last hand-down.” 8 

Alternatives to Public Housing. It may w ell be that in the future ar¬ 
rangements w ill be formulated that are more attractive than the public 
housing program outlined in the preceding pages. The alternative proposals 
which thus far have been submitted are of doubtful value, however. It 
would obviously be impractical to subsidize the needy directly to enable 
them to become home owners. As multifamily dwellings entail enormous 
economies, one might think of promoting their construction, by private 
parties, through public subsidization in one form or other. Some have 
proposed to grant to low-income receivers rent certificates which supple¬ 
ment their cash payments for rentals. But the practical value of this pro¬ 
posal is small. Local welfare agencies for long have subsidized the rents of 
their clients, but this has not been productive of the needed additional 
construction. It is unlikely that suitable private investment could be pro¬ 
moted by the chance that tenants in the future might obtain such 
certificates. 

Others would stimulate low-cost housing by subsidizing the investor 
rather than the tenant. But this would entail regulation of construction as 
w r ell as of rental agreements and would, in effect, make the investor an agent 
of the government. 

Thus there is no suitable alternative to public housing at hand. The 
volume of new housing that becomes available at low rentals is altogether 
inadequate. Public housing has come to be endorsed widely. Its supporters 
include many persons of conservative views. 

7 Nathan Straus, The Seven Myths of Housing (New York: Alfred A. Knopf, Inc., 
1944), pp. 94-126; Abrams, op. cit pp. 274-76; Robert Lasch, Breaking the Building 
Blockade (Chicago: University of Chicago Press, 1946), pp. 192-200. 

8 Housing, Hearings before Senate Banking Committee (80th Cong., 1st sess.), on 
S. 287 etc., (Washington, D.C.: U.S. Government Printing Office, 1947)* p. 51. 
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URBAN RENEWAL AND SLUM CLEARANCE 

The inadequacy of the public housing program has done much to 
weaken the effectiveness of the federal program of slum clearance and 
urban renewal, which has been under way since 1949. A slum is a cluster of 
substandard dwellings. In 1950, 16 million dwellings, more than a third, 
were so classified because they were found dilapidated or lacking sanitary 
facilities. Ten years later the proportion of substandard dwellings had 
fallen to an estimated quarter. 

In 1960 work had been completed on 26 federally supported projects 
covering 365 acres. For purposes of comparison it is interesting to note 
that the slum areas of New York City alone extend over some 7,000 acres. 
However, the program is an expanding one, and some 300 projects were on 
their way by 1960. 

In a number of places the accomplishments which urban renewal pro¬ 
grams have brought about are impressive. To mention only a few—the 
Penn Center in Philadelphia, which replaced the ugly railroad tracks next to 
the City Hall; the renovation of Pittsburgh’s “Golden Triangle”; the re¬ 
building of the entire southwest area in the nation’s Capital. 

Under the principal federal program, the federal government helps the 
cities to clear their slums and sell the land at reduced prices to private 
developers. 9 These have often replaced the slum area with shopping centers 
and high-rent apartment houses, a development which greatly improved 
the neighborhood but failed to provide the displaced slumdwellers with 
adequate facilities to move in. With the Public Housing program reduced 
to a level where it can receive only a few of these people, they often crowd 
available housing facilities a short distance away from their old ones and 
turn the adjacent area into a new slum. 

The movement of population and of shopping centers to the suburbs 
has made urban renewal a still more urgent problem. Under the leadership 
of the American Council to Improve Our Neighborhoods, known as 
ACTION, local groups have sprung up in many localities that explore new 
ways to arrest the decline of the cities and press for the vigorous pursuit of 
renewal projects. 

THE MOVEMENT TO THE SUBURBS 

In 1960, over 53 million people resided in the outlying parts of the 

9 For descriptive material on the various programs, see pamphlets and leaflets pub- 
• lished by the Housing and Home Finance Agency, Washington, D.C., such as Aids to 
Your Community , 1958; Urban Renewal , What It Is, 1959; Urban Renewal Administra¬ 
tion: A Brief Background, 1959; Relocation Housing , 1959; The Workable Program: A 
Plan of Action for the Renewal of a Community by the Coimnunity , 1960; The Urban 
Planning Assistance Program , 1960; Urban Renewal Housing Mortgages: FNMA 
Special Assistance Program, 1960. 
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metropolitan areas of the United States, 17 million more than in 1950 (see 
Fig. 40). Indeed, nearly two thirds of the total population increase of the 
1950’s occurred in the parts of the metropolitan areas which are outside 
the central cities, that is, in the suburbs. During the 1950’s the suburban 
population increased by 47 per cent. This compared with an 18 per cent 
increase of the total population of the United States, and an increase of 8 
per cent both for the central cities and for regions outside of the metro¬ 
politan areas. 10 

Distribution of Population in Standard Metropolitan Areas 
between Central Cities and Surrounding Areas 



1900 1910 1920 1930 1940 1950 1960 1975 

FIG. 40. The increase in the population living in the areas surrounding the central cities in the 
standard metropolitan areas reflects the movement to the suburbs. From Committee for Economic 
Development, Guiding Metropolitan Growth , 1960, p. 8. 

Within half a century the United States population has been trans¬ 
formed first from a predominantly rural into an urban one, and now this 
is rapidly becoming a suburban one. It was not until the census of 1920 that 


10 A metropolitan area is a county or a group of counties which contains at least 
one city of 50,000 inhabitants or more. There are close to 200 such metropolitan areas 
in the country. 1 
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the urban population exceeded the rural one. As of 1960, the size of the 
urban population now no longer exceeds by a substantial margin the subur¬ 
ban one (56 versus 53 million, as compared with 51 versus 36 million in 
1950). 

While the over-all population of the 225 central cities in the metro¬ 
politan areas shows an increase of 8 per cent from 1950 to 1960, 72 of these 
cities lost population, including four of the five cities of 1 million or more 
population. Of these, the only gainer was Los Angeles. If there is a loss in 
population, the city loses state aid that is calculated in per capita terms. 
New York City, for example, lost some 2-300,000 people from 1950 to 1960 
according to the preliminary census count. With state aid amounting to 
$6.75 per head a year, the city is likely to forego $1% million state aid. 
People continue to earn their money in the central cities but much of it is 
spent in the suburbs, where they live. To take again the example of New 
York City, where the development can be illustrated by figures: In 1939 
70 per cent of the wages of the residents of the New York Metropolitan 
Area comprising 22 counties was generated in the city of New York, and 
65 per cent was spent there. In 1956, New York City still generated 62 per 
cent of the wages, but it retained only 49 per cent. 11 Moreover, it is espe¬ 
cially the financially strong income groups that tend to move to the suburbs, 
whereas the clients of the various urban welfare organizations are likely to 
remain in the central cities. In addition, the latter remain burdened with 
the heavy expenses for urban renewal, which only in part are shared by the 
state and federal governments. All in all, the movement to the suburbs 
diminishes the revenue-earning capacity of the central cities but it does little 
to reduce their expenses. 

Suburban growth is a cause as well as an effect of the decay of many 
central cities. In many respects it aggravates the conditions from which 
people try to escape. City taxes are high, but the suburban ones are bound 
to rise as the newcomers require schools and other municipal services. The 
Governor of California estimates that the settlement of a new family in a 
California city requires a public outlay of capital of $13,000 for schools, 
streets, sanitation, sewage, and other purposes. 12 It takes many years until 
such a sum is recovered in the form of taxes. Others have estimated that $1 
spent for residential construction calls for the disbursement of 50 cents for 
other construction, private and public, to provide residential services such 
as schools, stores, utilities, hospitals, recreational facilities, places of wor¬ 
ship, and local streets. 13 The suburban movement thus has a leverage effect 
on construction over and above that represented by the homes of the new 

11 Martin Segal, Wages in the Metropolis (Cambridge: Harvard University Press, 
1960). 

12 Address before the United States Conference of Mayors, Los Angeles, July 14, 
1959. 

13 Leo Grebler, “The Role of Residential Capital Formation in Postwar Business 
Cycles,” Conference on Savings and Residential Financing, Proceedings , 1959, p. 64. 



322 CURRENT ECONOMIC PROBLEMS 

dwellers. This is illustrated by the sprawling shopping centers in many 
suburbs, which do a volume of business that rivals that of the old, established 

merchandising facilities in the central cities. 

People move to the suburbs to seek relief from the traffic congestion of 
the central cities. But the commuting trip to the places of business by car 
is becoming a less and less pleasant experience in many communities. To 
accommodate the increased flow of motor traffic, new approaches to the 
central city—expressways and superhighways—are constructed. These in 
turn often reduce the property values in the neighborhood, and they are 
ungainly sights whose effects add to urban decay. Once the commuters 
have arrived in the central city and parked their cars, few parking places 
are left for shoppers and transients. 

Meanwhile urban transit lines and the commuter railroads find them¬ 
selves under financial pressure (see p. 440); but as they are much more 
efficient in moving large numbers of people than is travel by car, many 
communities no longer wish to rely on additional superhighways and ex¬ 
pressways but rather want to divert the motor traffic of the commuters to 
subways, railroads, and monorails. 

It is difficult to resolve the problems posed by the growth of the suburbs 
without effective co-operation of the various local governments of the 
metropolitan area. These often want to retain their respective prerogatives 
and functions, but a reorganization is indispensable to achieve integration 
and co-ordination of their policies. 

SUMMARY 

The demand for housing reflects the formation of new households as 
well as the need for replacement of existing facilities. The supply of new 
residential construction is subject to violent fluctuations. There was little 
house building during the depression years of the thirties and during the 
war period of the forties. 

The cost of construction is high because of the persistence of antiquated 
methods of production and monopolistic practices of labor and suppliers 
of materials. While the cost of items used in house building has increased at 
a faster rate than general prices, the use of mass-production methods as 
practiced by some builders has reduced housing costs. 

Carrying charges for shelter include amortization of construction cost. 
But as an increasing proportion of this cost can be borrowed, a substantial 
part of carrying charges is for interest. Federal insurance of mortgage credit 
has been instrumental in raising this portion as well as in extending the 
length of the amortization period, but the cost of such credit has been raised 
to a relatively high level. 

Home ownership has assumed record proportions and so has mortgage 
debt, but rising real estate prices have helped to maintain the owners’ 
equities. 
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Little is currently being done in the field of public construction of low- 
cost rental housing for low-income groups, a field promoted by the federal 
government since 1934. The cost of shelter provided in this manner is 
low, because federal credit, available at relatively low interest rates, re¬ 
places mortgage credit of the ordinary variety. In addition, there are fed¬ 
eral and local subsidies to such housing. 

The inadequacy of the public housing program has done much to 
weaken the effectiveness of the federal program of slum clearance and 
urban renewal, which has been under way since 1949. Such a program is 
indispendable to stem the decay of many central cities, whose rate of 
growth is far below that of the suburban communities. The movement to 
the suburbs poses new problems in the field of transportation and govern¬ 
ment finance. 
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STUDY QUESTIONS 

1. How would you go about calculating the demand for housing? 

2. How is the demand for housing related to family formation? 

3. In what sense is the construction industry a “key” industry? 

4. What is the present annual rate of nonfarm dwelling units started? (Consult 
Survey of Current Business.) 

5. What is meant by the building cycle? 

6. What factors account for the rapid rise of the price of unimproved land in 
recent years? 

7. What do the indexes of construction cost measure? 

8. What are some indications of technological progress in housing construc¬ 
tion? 

9. What have been the accomplishments of the program of mortgage insurance 
by the Federal Housing Administration? 

10. Why is it desirable to have an active secondary market for mortgages? 

11. What is usually the relation between the assessed value of a home and its 
market value? 

12. From a strictly economic point of view, is it more advantageous to own or 
to rent? 

13. Why arc so many dwelling units in the United States occupied by their 
owners? 

14. Docs the extent of mortgage debt give cause for alarm? 

15. What is the meaning and purpose of public housing? 

16. What public housing programs are there in your home state? 

17. What urban renewal programs are there in your home state? 

18. What is meant by a slum area? 

19. What are some problems raised by the movement to the suburbs? 

20. Approximately how many people live in suburbs? 



Chapter 
14 


INVESTMENTS: PROBLEMS 
OF INDIVIDUAL FINANCIAL 
MANAGEMENT 


In the preceding chapters, two important ways of disposing of one’s 
liquid funds have been discussed: life insurance and home ownership. 
In this chapter, we will round out the survey of an individual’s financial 
problems. They can be classified into two broad groups of transactions: 
the purchase of securities; and the sale of one’s own securities for 
money, a transaction that more commonly is called “borrowing.” We will 
discuss first the purchase of securities and then borrowing. 

THE PURCHASE OF SECURITIES 

Real investment has been distinguished from financial investment. 
The former means the use of productive factors for additions to the 
stock of real capital (buildings, machines, inventory, etc.). The latter 
means the use of liquid funds for the purchase of securities or other 
claims to tangible or intangible assets (see Fig. 41). 

If an individual uses his liquid funds for the acquisition or expan¬ 
sion of his own business, one speaks of direct investment. Direct in¬ 
vestment is real investment to the extent to which new capital is being 
constructed. It is financial investment to the extent to which existing 
capital goods are acquired. 

The following discussion will be chiefly concerned with financial 
types of investment. These occur, in the first place, through pur¬ 
chases of securities. Securities are certificates of ownership, or stocks, 
and certificates of indebtedness, or bonds. 

The successful arrangement of an individual’s financial affairs is 
an art which requires much training in the hard school of experience. 
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FIG. 41. Note the different behavior of the various sovings media. Postal savings and U.S. gov¬ 
ernment savings bonds have declined. All others have increased, with the mutual funds assets, 
credit unions, and savings and loan associations growing fastest. Source: Federal Home Loan 
Bank Board, National Association of Investment Companies. From American Bankers Association, 
Statistics on the Savings Market 1960, p. 4. 
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Hook knowledge is helpful to the extent to which it may illuminate tech¬ 
niques and mechanisms that are typical in the investment field. At its best, 
it may provide a few general rules and principles of use to the practitioner. 

Return and Liquidity of investments. Investments differ by their r< - 
turns and by their liquidity. Depending upon the specific purpose w hich 
the individual investor has in mind, he will attach greater significance to 
either the one or the other of the two factors. Return and liquidity are 
usually related in the sense that more highly liquid investments yi Jd lower 
returns. 

By “liquidity” we mean, in this context, the ease with wdfich an asset 
can be exchanged for money, the most liquid of all assets. Next to cash, 
demand deposits with commercial banks are most liquid. They can be with¬ 
drawn at any time and can easily be transferred from one person to the 
other by means of checks. But bank deposits, as everybody knows, carry 
as little interest as does money; contrariwise, if the amount that is deposited 
falls below a specified minimum, or if the number of transactions is ex¬ 
cessive, the bank w ill require the payment of a fee. Savings deposits are a 
hit less liquid than demand deposits, because notice may be required before 
substantial amounts can be withdrawn. Correspondingly the depositor re¬ 
ceives a remuneration in the form of interest. In conformity with other 
interest rates, rates of interest on savings deposits have been raised during 
the 1950’s and were around 3 per cent in 1960. No checking service is 
provided. The bank’s right to demand advance notice is rarely exercised 
and serves primarily as an incentive to stability. 

Deposits up to $10,000 are insured with the Federal Deposit Insurance 
Corporation if the bank is a national bank or if it is a state bank which is a 
member of the Federal Reserve System. Depositors, to the indicated extent, 
thus incur no risks; and the return they receive, in the form of checking 
services or interest, is in the nature of a reward for overcoming the desire 
to hold funds in a still more liquid condition. But under the described cir¬ 
cumstances, this desire must be very weak. Since it is not safe to keep cash 
at home, people would maintain deposits even if they had to pay fees for 
this or would receive a lower return on savings deposits than they actually 
do. 

A somewhat higher return can often be obtained on share accounts with 
building and loan or savings and loan associations, which are owned by the 
holders of such accounts and distribute their profits among them. An in¬ 
surance system similar to that for national banks is provided for these or¬ 
ganizations, but withdrawals often cannot be made as freely as in the case 
of savings banks. Credit unions, that is, co-operatives of employees with a 
common bond for the purpose of granting loans to their members, also 
provide a means to obtain returns on small amounts of cash. The supervision 
of many of these organizations by federal authorities generally protects 
shareholders against losses. 

The federal government issues nontransferable savings bonds—Series 
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E—in denominations as low as $25. They are sold at a discount—at $18.75 
in the case of the $25 bond—and mature in seven years and nine months; 
the difference between sales price and maturity value reflects a yield of 
3 % per cent. This yield, however, is realized only if the bond is held until 
maturity. If it is surrendered earlier, the cash value is calculated on the basis 
of a substantially lower yield. For a period of sixty days after purchase the 
bond is not redeemable at all. 

Another savings bond—Series H—is of the “current income” variety, 
paying interest semiannually. This bond is priced at par and redeemable 
at par after at least six months. Like the Series E bond, this one matures 
after seven years and nine months; and the rate of interest is 3% per cent 
if the bond is held to maturity. The smallest denomination in which Series 
H bonds are issued is $500. Neither bond is negotiable nor can be used as 
collateral. (There are, of course, many other government bonds outstand¬ 
ing; Scries E and H represent little more than about 15 per cent of the 
total.) 

The amount of the interest rate is of great significance if investments 
are held over considerable periods of time or if the principal is large. An 
easy rule that enables the investor to find the number of years in which a 
given amount will double at compound interest, can be formulated as fol¬ 
lows: Divide 70 by the interest rate, and you obtain the number of years. 

Thus, at 1 per cent the principal will double in 70 years, at 10 per cent in 
7 years, at 5 per cent in 14 years, and so on. 

Fluctuations in Market Value . The preceding types of securities have 
all the important characteristics of stability; that is, they are not subject to 
fluctuating market values. Such fluctuations arc unavoidable when transfer¬ 
able securities are purchased that arc redeemable only after the passage of 
a certain length of time. The transferability during this period ensures 
liquidity but does so at the cost of fluctuations in value. The receipt of the 
full face value presupposes ability of the holder to wait until maturity. The 
markets at which, in the meantime, he can dispose of the security are called 
securities exchanges. In the purchase and sale of such securities, costs are 
incurred, consisting of brokerage fees and taxes. 

Fluctuations of the market prices of bonds arise from two causes. First, 
people may become doubtful about the ability of the specific debtor to 
make payment w hen it becomes due. This generally is no important factor 
in the cases of government bonds or high-grade private bonds. The second 
cause operates as the result of changes in interest rates. If the rate paid on 
newly issued securities is higher than that for similar issues of the past, the 
market value of the latter will depreciate, becaue the reaction of purchasers 
will be such as to cause an equation of the effective yields of both invest¬ 
ments. The yield of the old, low-interest bearing security rises as its price 
falls. 

The market situation for government bonds has been discussed on page 
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170, in conjunction with the control of inflation. As interest rates have 
moved upward, bond prices have fallen. New federal bonds are usually 
issued at such rates that will secure their absorption by the market at par. 
Consequently, their coupon rates of interest vary considerably. Bonds of¬ 
fered in 1922 carry a rate of 4% per cent; those issued in 1942 pay only 
1% per cent; another issue, of 1953, pays 3 3 / t per cent; again another one, 
of 1959, 4 per cent. 

During periods of high bond prices the span between the prices of 
bonds of different grades all but disappears. Medium-grade and jow-grade 
bonds are “cheap” only when they sell considerably below high-grade 
bonds. This they tend to do when the prices of all bonds are depressed. 

The Stock Market . Recent investigations have confirmed the broad ob¬ 
servation that investments in assets of unchanging money values—bonds— 
are preferred by lower-income groups, whereas assets of fluctuating money 
value—common stocks and real estate—are more readily acquired by 
higher-income groups. Stocks, unlike bonds, do not mature. Unless the 
corporation is liquidated, their value can be realized exclusively at the mar¬ 
ket. An investment in stocks usually earns a higher return than one in 
bonds (see Fig. 42). This rule, however, has failed to apply during the 
recent past, when stock prices rose vigorously, lowering the yield on the 
investment, while bond prices fell in consequence of rising interest rates. 

In the past, the higher yield of stocks as compared with that of bonds 
was usually interpreted as an indication of the greater risk presumably in¬ 
volved in the purchase of shares of stock. Stocks thus commanded an excess 
yield not available to the purchaser of a less risky bond investment. He, 
in turn, was willing to forego the differential because of the greater safely 
of his investment. 

In the reversed situation, when bonds yield more than stocks, it is the 
stockholder who foregoes a differential return. What are the reasons that 
induce him to accept a lesser return? He may be aware of the drastic fall 
in bond prices that has occurred in recent years, and the fear of a continua¬ 
tion of this trend may keep him away from bonds. Moreover, he may pro¬ 
ject into the future the past trend of stock prices, making him hope for 
appreciation of his capital. Third, while the interest rate of the bond is 
fixed, there may be expectation of an increase in the dividend payable on 
the stock. Fourth, the purchaser of the stock not only receives dividends 
but the value of his equity increases as a part of the corporate earnings is 
retained in the business. This is important for reasons of tax economy since 
the personal income tax on interest or dividends is higher than that on 
capital gains. Fifth, as companies have grown large and powerful, the risk 
of failure is considered less than it was in the past. Industries have stabilized 
their earnings. Business depressions, at least those which occurred since the 
war, have become milder, and the government is under duty to promote 
prosperity. If considerations such as these are reinforced by an inflationary 
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FIG. 42. Usually the yield of common stocks is higher than that of corporate bonds, but during 
the late 1950’s the relationship was reversed. Source: Federal Reserve Board. From Antitrust and 
Monopoly Subcommittee of the Senate Judiciary Committee, Hearings , March 10, 1959. 
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situation, it is easy to see why stock prices are so high relative to bond prices 
that stocks yield less than bonds. 

However, if the public’s preference for stocks abates, their prices may 
fall and their yield increase correspondingly, while bond prices may rise 
and their yields decline in turn. After many years during which the pub¬ 
lic showed little interest in the acquisition of government bonds, the pur¬ 
chases of government securities—state, federal, and local—by individuals 
amounted to over $10 billion in 1959, a sum that was equaled only by the 
purchase of such securities during the war period. When the Treasury in 
October, 1959, offered its “magic five”—5 per cent, four-year, ten-months 
notes—many small investors responded by withdrawing cash from savings 
banks in order to acquire the security yielding so high a return. Again, 
when the Treasury in January, 1960, held an auction of $1.5 billion of one- 
year bills that were expected to yield 5 per cent interest or more, one third 
of this was purchased by many thousands of small investors. As one observer 
had it, “the public discovered the U.S. Treasury bill market,” a market that 
is normally the preserve of professional investors. It is unlikely, however, 
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that these purchases were financed from the proceeds of sales of stock. In¬ 
stead, they represented a shift out of savings bank deposits and similar 
investments of lower yield into debt securities of higher yield. Neverthe¬ 
less, the return of 5 per cent brought into sharp relief the unusual differ¬ 
ential between bond and stock yields, the latter then being in the neighbor¬ 
hood of 3.3 per cent. 

While there are many types of stocks the broadest classification is that 
of common and preferred stock. Preferred stocks have a claim to dividends 
ahead of the common variety. They thus resemble bonds in certain respects, 
following the movements of these but fluctuating more widely. An investor 
who is interested principally in certain returns will find low-grade pre¬ 
ferred stock unattractive. 

When capital appreciation is desired, common stocks are more suitable 
than preferred stocks. An investment that is undertaken with the view of 
making capital gains rather than of receiving returns is called “speculation.” 
The speculative character of an investment is often not easily ascertained; 
in many instances the investor himself is not certain in his mind whether 
he aims primarily at returns or at capital gain. A cynic has defined invest¬ 
ment as successful speculation. Speculation always involves an element of 
gambling, though it is often cloaked in the more respectable garb of “inside 
knowledge.” Investment in stocks is always risky. “Any fool can buy bonds, 
but few do.” The prices of stocks, including even those of high grade, 
fluctuate widely. High-grade stocks fell by over 50 per cent during the 
Great Depression, by 30 per cent in 1937, and by 40 per cent during the 
early forties. Lower-grade stocks are subject to still wider fluctuations. 
They fell by 90 per cent during the Great Depression and by over 50 per 
cent in 1937. 

Most people who buy stocks are motivated by the hope for capital 
gains. Merrill, Lynch, Pierce, Fenner & Smith, Inc., the world’s largest 
brokerage house, which has close to 500,000 customers, has made a poll 
which was published in its Annual Report for 1959 and which revealed that 
65 per cent of its customers put “capital gains” as their investment aim, 
followed by 25 per cent primarily interested in safety of capital, and 10 per 
cent in a liberal income. 

What are high-grade stocks? The most acceptable definition would per¬ 
haps set up as criterion the stability of earnings over reasonably long periods 
of time. But the prices of common stocks, including those of high grade, 
are much influenced by the general business situation and by people’s ex¬ 
pectations of future developments. Since the behavior of stock prices shows 
little rationality, opportunities for prediction are limited. Fundamentally, 
people who buy for appreciation do so because they want to invest in a 
growth situation or because they hope other people will want to buy the 
same stock in the future, an activity that, not entirely without justification, 
has been compared with the placement of bets about whom the public will 
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elect beauty queen. But nevertheless great gains have been made as a result 
of judicious speculation. 

The proper timing of the transaction and the selection of the right 
security arc the two factors that account for success or failure of the ven¬ 
ture. In general the stock market movement, be it upward or downward, 
affects the great majority of all stocks in the sense that they move in the 
same direction. When a general upward movement has set in, it would be 
a manifestation of especially bad luck if a specific security should fail to 
appreciate. On the other hand, in the presence of a general downward 
movement, it would be unusual if a specific stock should not participate in 
the trend. In considering when to buy and sell, many people place reliance 
on the so-called “inertia” of the stock market. If the market has been bearish 
or bullish for, say, a month, the probability is greater that the movement 
will continue than that there will be a reversal. This means that it is of 
advantage to swim with the tide, buying at turning points when prices for 
a month averaged higher and selling after they have averaged lower. While 
the turn of the tide cannot be predicted with certainty, there are various 
devices for recognizing this event after it has happened. 1 

A systematic method of timing purchases or sales has been developed 
under the so-called “formula plans,” which have become popular in recent 
years. Under these plans the law of averages and a predetermined formula 
replace individual judgment as to the timeliness of purchases or sales of 
securities. There are a large number of varieties of such plans. Under the 
simplest, known as “constant dollar fund,” a constant amount of dollars is 
held in securities, with sales being transacted when the value of the portfolio 
exceeds this amount and with purchases being made when the value of the 
portfolio falls short of it. When a fund is to be built up through new 
accumulations of cash, another plan, known as “dollar averaging,” is more 
practical. Here purchases of securities are made by investing equal amounts 
of money at regular, predetermined intervals. Under a third program, 
known as “constant bond-stock ratio,” “equalizing plan,” or “Wale plan”— 
because it is used by the managers of the endowment fund of Yale Uni¬ 
versity—a certain percentage of the fund, say 60 per cent, is to be held in 
stocks and the rest in bonds. Whenever stock prices rise and the actual 
proportion of stocks in the fund exceeds the planned one, stock is sold; 
w hen stock prices fall and the actual proportion is less than the planned 
one, stock is bought. Under still another formula, the “variable ratio” plan, 
the ratio of stocks to bonds is not held constant but is varied in accordance 
with changes in the average level of stock prices. 

The application of the method of averaging is now facilitated by the 


1 A study of the record of various financial services indicates that the one with 
the best showing applied the principles set forth* in the text. See Alfred Cowles, 
“Stock Market Forecasting,” Econometric a , Vol. XII, No. 3-4 (July-October, 1944), 
pp. 206-14. 
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Monthly Investment Plan, inaugurated by leading members of the New 
York Stock Exchange in 1954. This plan makes it possible to acquire stock, 
if necessary in fractional amounts, by means of regular purchases for as 
little as $40 per month. 

The proper timing of purchases and sales is of paramount importance. 
This factor is neglected when exclusive attention is paid to the selection 
of the specific stock to be bought. In general, it is advisable to hold a diversi¬ 
fied portfolio. But if the principle of diversification is driven too far, negli¬ 
gence and the assumption of bad risks is invited. Brokers, bankers, and 
investment counselors are at hand with information concerning specific 
securities. Such information should include the range of prices at which 
the security was traded during past years, the earnings of the concern in 
relation to fixed and other charges, past dividend policies, and the prospects 
of the industry of which the corporation is a part. But the importance of 
proper timing makes a more comprehensive analysis of the general business 
situation imperative. Important also, though difficult to ascertain, is whether 
at a given moment the price level is high or low. Sometimes the behavior of 
low-grade stocks or bonds is a meaningful symptom. If the span between 
their prices and those of high-grade securities is narrow, the price level 
may be considered high and a purchase may seem unwarranted. If the span 
is wide, this may indicate opportunities for appreciation of lower-grade 
securities. 

Many investors desire diversification as well as professional management 
of their holdings of securities. These requirements can be met by ow nership 
of shares in investment companies, whose assets consist of holdings of se¬ 
curities. Often these companies also apply one of the formula plans for 
timing, which have been discussed above. Investment companies are of the 
“open end,” “mutual fund” variety, and of the “closed end,” “specialized” 
variety. Shares of the latter are listed at the stock exchanges or traded over 
the counter like other corporate stock. Shares of the mutual funds, on the 
other hand, are issued whenever somebody desires to purchase them, at a 
price equal to the prorated market value of the portfolio holdings of the 
company. The purchaser can redeem his share of the mutual fund at anv 
time, again at the prorated market value of the company’s holdings. Mutual 
funds arc suitable only for long-term investments, since a fairly high loading 
charge—about 8 per cent—is payable when the purchase is made. 

Mutual funds have been is existence for approximately 35 years in the 
United States. They were highly popular during the late tw enties and have 
again become so in recent years. Their assets have risen from less than $’4 
billion in 1940 to over $16 billion in 1959. The assets of the closed end 
companies are approximately $1.7 billion. The number of shareholders of 
both types of investment companies is more than 2 million. Some of the 
companies specialize in certain types of securities—utilities, chemicals, 
Canadian stocks, etc. Some mutual funds have programs for multiple- 
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payment savings, say of an initial minimum of $300 and of a monthly 
minimum of $50 thereafter. This facilitates both saving and dollar aver¬ 
aging. The annual expenses of the mutual companies usually are less than 
1 per cent of the assets, and the return to the shareholder is reduced 
accordingly. 

Understanding the Financial Page . Current information on the securi¬ 
ties markets can be found in the financial pages of the great daily papers. 
For more comprehensive statistical data, special services are available from 
Moody, Poor, and other firms. Some enterprises specialize in the interpreta¬ 
tion of such data for the use of forecasts. However, the over-all record of 
the various financial publications and services which make stock market 
predictions does not invite much confidence. Their most common defect 
is their bullish bias when bearishness is called for. The public apparently is 
more eager to pay for optimistic interpretation of the market and the 
services act accordingly. On the average, even the record of the best fore¬ 
caster is not impressive. During the long period from 1903 to 1940, average 
results of the service which did better than any other were only 3.3 per cent 
superior per year to those that could have been secured by a continuous 
investment in the thirty representative industrial stocks which go into the 
daily computed Dow-jones average. 2 

To illustrate and explain the information supplied in the financial pages 
of the daily newspapers, there are reproduced below the daily reports of 
the New York Times on various kinds of stock and bond transactions at 
the New York Stock Exchange. 


Range, 1960 

High Low 

Stock and Div’d 
in Dollars 

Sls. 

100s 

First 

High 

Net 

Chge. 

691/2 52 : % 

Abbott Lab 1.80a 

17 

6. r )i/2 

65/2 



This report of transactions in the designated stock (on June 24, 1960) 
refers to the following items: (1) The range of prices that has prevailed 
in a given year up to the day for which the information is given. (2) Next 
follows the name of the corporation: Abbott Laboratories. (3) After the 
name the dividend is indicated on an annual basis. The letter a refers to the 
fact that a special or extra dividend is included in the $1.SO. (4) The volume 
of sales for the day is given in units of trading, which generally are set at 
100 shares. (5) The prices for the day are then given, first the opening price, 
then the high and low, and finally the last price at which the stock sold 
before the close of the market. (6) The net change in price concludes the 
information. It is not calculated in terms of the opening and closing prices 
of the day, but indicates the difference between the closing price of the day 
and that of the previous session, generally of the day before. 

ibid . 
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Bond trading on the New York Stock Exchange is reported in the fol¬ 
lowing manner: 

U.S. Government Bonds 


Outstanding 

Millions 

Rates Maturities Bid 

Asked 

Change 
. in Bid 

Yield 

2.816 

2/ 2 s 1968-63 Dec. 88.20 

88.28 

-.4 

4.06 

Domestic Bonds 

Range, 1960 

High Low 

, Sales in 

Bond $1,000 

High 

Low Last 

Net 

Chge. 

7m 691/2 

Am. T&T 2 5 /ss 86... 15 

72 

71/2 72 

+ /2 


Bonds are identified by the name of the issuer, the coupon rate, and the 
maturity. The unit of trading for all bonds, government and other, is a 
$1,000 bond. In the quotation of the price, the last digit is omitted. Stocks 
and bonds are quoted in terms of eighths of a point (73 %, 73%, 73%, etc.), 
but in the case of government bonds the spread is not % but % 2 - A quota¬ 
tion of 88.20 as in our example thus indicates that a $1,000 bond is priced 
at $886.40 = $880 + (20 X 32 cents). Government bonds are quoted in 
terms of bid and asked prices. A bid price is an offer to buy; and an asked 
price, one to sell. There are transactions in government bonds at the Stock 
Exchange itself, but the bulk of such trading occurs in the so-called “over- 
the-counter” market, by means of informal negotiations, chiefly over the 
telephone, between dealers. The remainder of the information is self-ex¬ 
planatory in the light of the interpretation of stock reporting. 

The financial pages of the great dailies contain many other helpful data, 
such as the daily volume of trading and daily averages of stock prices, in¬ 
formation on new issues, bond yields, maturities, foreign markets, out-of- 
town exchanges, and the principal commodity markets. 

Selling Short The bulk of the people who transact business at the stock 
exchanges do so because they expect the prices of securities to rise. There 
are those, on the other hand, who wish to gain from anticipated reductions 
in prices. The number of these is never very large, perhaps because of the 
somew r hat complicated character of the transactions involved; or because 
the potentially unlimited gain w hich an upward movement may produce 
kindles the spirit of enterprise more powerfully than the chance of a gain, 
alw ays limited as it is in the case of a dow nward movement. When people 
want to profit from anticipated price falls, they must now sell w hat they 
have not, at present prices. As the seller is short of the security of which 
delivery is promised, the transaction is referred to as a short sale. 

Under the regulations of the Securities and Exchange Commission, short 
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sales cannot be executed at a price lower than that which prevailed at the 
last regular sale; and if this price reflected a downward movement, the 
short sale must be transacted at a price higher than the last regular one. 
These restrictions are designed to prevent “bear riding,” a depression of the 
market produced by short sales. Deliveries on short sales must be made 
instantaneously. This is made possible by borrowing from a broker the 
security which is sold short. The broker receives the full market price of 
the stock. Depending upon the circumstances, he mav have to pay interest 
on the cash, or receive a premium, or do the transaction on a “flat” basis. 
If the stock now falls in price the speculator or “bear” will “cover,” that 
is, purchase the stock, return it to the broker, receive his money back, and 
pocket the difference in the prices. If the price of the stock has risen when 
he covers, he loses the difference. 

Purchases on Margin. Purchases of securities may be made on a cash or 
credit basis, but the acquisition on credit entails hazards which the prudent 
investor generally will refuse to undergo. If securities purchased in this 
manner fall in price, the investor becomes liable to the payment of the 
difference betw een the purchase price and the lower price at which the 
security may be sold. The great popularity of stock purchases on credit, 
so-called “margin” transactions, during the boom of the twenties brought 
financial ruin on countless small people after the break of the stock market 
during the Great Depression. Since 1934 the Federal Reserve Board has 
been authorized to establish “margin requirements,” indicating the differ¬ 
ence between the market value and the maximum permissible loan value. A 
margin requirement of 90 per cent, for example, such as prevailed in 1959 
w hen the monetary authorities were desirous of restraining speculative 
excesses, means that an investor can buy securities on credit only to the 
extent of 10 per cent of the purchase price. 

Investment under Inflation. Purchases on margin may seem especially 
attractive under inflationary conditions. The “speculative” purchase of 
stocks in times of inflation may not necessarily serve the purpose of making 
capital gains but may merely be designed to avoid capital losses in real 
terms. Thus, in a progressive inflation, holding on to bonds w hen general 
prices are rising involves a loss of purchasing power. Stock prices may rise 
sufficiently to avoid such a loss, but much, of course, depends upon w hether 
the right stocks are bought at the right time (sec Fig. 43). From 1939 to 
1959, common stock prices, as measured by the index of the Securities and 
Exchange Commission, which covers 265 issues, rose from 100 to 420. Dur¬ 
ing the same period, the consumer price index rose from 100 to 211. 

Next to common stocks, real estate has been an inflation hedge favored 
bv many people, either in the form of outright purchase or by means of 
participation in a “syndicate,” organized usually as a limited partnership 
rather than as a corporation. Under this arrangement each of the partners 
invests a substantial amount, often $10,000, in the purchase of properties, 
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the liability of the limited partners being restricted to their investment. 
Syndicates of this type hold approximately $10 billion worth of properties, 
the equities of the partners amounting to an estimated one third of this 
sum. From an economic point of view, the organization closely resembles 
a corporation, but for reasons of tax economy and to avoid regulation by 
the Securities and Exchange Commission the form of the limited partner¬ 
ship is preferred. While the return to the partners often is 10 per cent or 
more, participation in a syndicate has its dangers. The investment cannot 
easily be liquidated and it lacks in diversification. 3 

Cost-of-Living Index and Common Stock Prices, 1880-1959 



FIG. 43. The ratio scale of the chart indicates the relative rates of growth of stock prices and of 
the cost of living. From William C. Freund and Murray G. lee, Investment Fundamentals (New 
York: American Bankers Association, I960), p. 102. By permission. - 


According to Pick’s World Currency Report , an annual publication 
which follows such matters closely, collectors’ items such as antique furni¬ 
ture, paintings, and other pieces of art have been better inflation hedges 
than common stocks or real estate. Eighteenth-century French style furni¬ 
ture prices, for example, rose by over 200 per cent in 1958 and by 150 per 
cent in 1959. They headed the list, followed by the prices of old manu¬ 
scripts and modern sculpture, which increased by 100 to 150 per cent in 

*J. Richard Elliott, Jr., “Appraising the Syndicates,” Barron's, June 8. 1959, pp. 5 ff. 
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1959, and those of paintings by the French postimpressionists, which rose 
by 80 per cent. Purchases of these items require large sums of money. Be¬ 
cause of the international auction market, which is centralized in London, 
the investment can be liquidated without much delay. 

During the postwar inflationary trend, gold has proved to be an un¬ 
suitable inflation hedge for Americans, the gold price having been station¬ 
ary since 1934. While it is unlawful for an individual to own gold bullion 
or gold coins—other than collectors’ items—in the United States, gold dust 
may be held and so may gold that is deposited abroad. Commissions are 
incurred, and no income is earned on such holdings. For a more complete 
discussion of the economic position of monetary gold the reader is referred 
to Chapter 22. 

Problems of Taxation . The investor must be aware of certain pecu¬ 
liarities of the various tax laws, federal and state, which may place a pre¬ 
mium on some transactions while causing others to be less advantageous. 
The federal income tax law considers gains from the appreciation of assets, 
or capital gains, as income subject to the tax. Short-term capital gains, that 
is, those arising from the purchase and sale of assets or securities held for a 
period of six months or less, arc indeed taxable at the full rate of the income 
tax, just as is ordinary income. However, if the taxpayers has also incurred 
capital losses, whether of the short-term or of the long-term variety, he 
may deduct these from the short-term capital gains. Long-term capital 
gains on assets held for more than six months are, in effect, taxable only 
with one half of the gain; and in no event may the tax rate on them exceed 
25 per cent. This last rule is of especial importance to taxpayers in higher 
brackets, whose income from other sources may be taxed at a rate as high 
as 87 per cent. In computing long-term capital gains, long-term and short¬ 
term losses can again be deducted. 

If on balance there is a capital loss the taxpayer can offset it on a dollar- 
for-dollar basis against a maximum amount of $1,000 of other income; and 
if anything is left, it can be carried forward for five years and be offset in 
this manner. 

The provisions regarding capital gains and losses cause people to hang 
on to their securities for longer periods of time than they might do in the 
absence of such provisions. If the income tax on gains from securities held 
for longer than six months is less than that on short-term gains, this will 
obviously supply an inducement to postpone the sale until the six months 
are over. Moreover, if a person leaves a security to his heir, no income tax 
liability falls due on any appreciation of its value which has occurred during 
the period preceding the time when it is passed on to its new owner. How¬ 
ever, in other connections, considerations of tax liability may also invite 
sales. If the price of a security has fallen, there is the possibility of realizing 
the loss and offsetting it against capital gains or, within the indicated limits, 
against other income, thereby reducing one’s income tax liability in a given 
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year. For this reason, many so-called tax sales are made, especially during 
the month of December, by persons who wish to lower their taxable income 
in this manner. The judicious realization of capital gains and losses thus can 
help a taxpayer to keep down the burden of the federal income tax. 

Another important rule exempts income from state and municipal bonds 
from the federal income tax. This privilege bestows benefits on the states 
and municipalities, because the tax exemption feature enables them to issue 
bonds at lower interest rates than would be required in the absence of the 
privilege. These benefits may, however, be out of proportion to the losses 
suffered by the federal Treasury if wealthy individuals sink money into tax- 
exempt bonds, as they do on a large scale. The inducement to do this in¬ 
creases with the income bracket. At an effective income tax rate of 25 per 
cent the yield, after tax, of a taxable security earning 3.3 per cent is approxi¬ 
mately equal to that of a nontaxable securitv earning 2.5 per cent. But at an 
income tax rate of 50 per cent the income from such a nontaxable security 
equals the yield of a taxable security earning 5 per cent, and at a tax rate of 
70 per cent it produces an income equal to taxable securities carrying 8.5 
per cent interest. It is hard to justify the tax exemptions of state and mu¬ 
nicipal bonds in the face of steeply progressive income tax rates. They dry 
up the sources of venture capital and drive it into gilt-edged investments, 
providing security and high yield as well. Also important is that the several 
states derive benefits from the privilege in an unlike manner; some have 
constitutional provisions limiting their bonded debt, w hile others enter into 
debts more freely. 

Federal obligations issued before March, 1941, except Treasury and 
Savings bonds, had also been wholly exempt from the federal income tax. 
But all obligations issued since then arc taxable. The older bonds which 
continue to enjoy the exemption privilege thus sell at higher prices than 
more recent issues. 

Debt Payment The disposition of savings by means of securities pur¬ 
chases is in the center of the problems of financial management confront¬ 
ing the individual. But the acquisition of securities issued by others is not 
the only way to use one’s savings. An important alternative is the purchase 
of one’s own securities, an act more commonly referred to as debt payment. 
Debt payment may commend itself on general grounds or because of spe¬ 
cific circumstances attending the affairs of the debtor. On general grounds, 
boom times, characterized by high prices and liquidity, are especially suited 
for the reduction of business and personal debts. This is so because the 
decline of the value of money during such periods tends to minimize the 
burden which repayment of the debt places on the debtor. If he waits until 
prices have again fallen, the value of the debt, in real terms, will have in¬ 
creased and repayment will be more burdensome. It can also be expected 
that the borrower’s liquidity will diminish as prices recede and business 
activity declines. But if the boom is inflationary in the sense that prices 
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are expected to rise to still higher levels, debtors will prefer to postpone 
debt repayment. Indeed they may try to profit from the further price in¬ 
creases by borrowing still more and turning the funds into such assets as 
are expected to appreciate in terms of money. 

On more specific grounds, debt payment is advisable at any time when 
the cost of carrying the debt exceeds the gain which can be obtained with 
the help of the borrowed funds. By the same token, it would pay to borrow 
if the cost of borrowing falls short of the gain to be made w ith the bor¬ 
rowed money. 


BORROWING MONEY 

The costs at which small loans can be obtained for business or personal 
use are very high; in fact, interest rates have been shown to be inversely 
correlated with the size of the loan. The principal sources of commercial 
credit are commercial banks. The principal sources of personal loans are 
enumerated in this section. 

The costs of small loans continue to be on a high level, because pure 
interest is only one element that enters into them. Expenses must be in¬ 
curred by the lender when he investigates the financial standing and re¬ 
liability of the prospective borrower. Once the loan has been granted, its 
service will entail payments of small installments, requiring elaborate ac¬ 
counting procedures that are expensive relative to the principal involved. 
The collection of such payments again requires expenses if the borrower 
defaults on his obligation. All these factors contribute to making charges 
for small amounts seem excessive. 

A personal loan is granted on the personal security of the borrower and 
possibly on that of comakers who guarantee the fulfillment of the principal 
debtor’s obligation. Sometimes property, real or personal, is pledged in 
security of the loan. Should the borrower fail to meet his obligation, the 
lender is entitled to dispose of the pledge. 

The interest that is charged often reflects only inadequately the high 
costs w hich must be incurred in connection with the loan. Sometimes the 
borrower must pay certain fees, and he may even be compelled to purchase 
life insurance to the amount of the loan to protect the lender in the case 
of his death. Often the rate of interest is payable on the full principal, 
although the latter is immediately reduced by w eekly or monthly install¬ 
ments. 

Credit Unions . Generally, but not always, the costs of personal loans 
are kept to a minimum if loans can be obtained from credit unions. Credit 
unions are associations of people integrated by some common interest, such 
as employment in the same company. The credit unions derive their funds 
from savings deposits or shares to which the members subscribe. The mini¬ 
mum amount that can be subscribed is generally very low and rarely in 
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excess of five or ten dollars. Dividends, usually 4 per cent, are paid on the 
shares out of the credit union’s profits. They are made on loans granted by 
the credit union to its members. The expenses incidental to making them 
arc low because of the possibility to dispense with elaborate investigations 
into the borrower’s financial conditions and to maintain an office free of 
rent in the company’s quarters. Also the credit union is managed by the 
members, who make their services available without remuneration. Often 
there is a checkoff svstem of collection. Credit unions are exempt from fed¬ 
eral and state taxes. The typical charge for loans is 1 per cent per month 
on the unpaid balance. As credit unions operate on the basis of perfect 
knowledge of the borrower’s employment status, they rarely fail. They 
are supervised by federal or state authorities, depending upon the form of 
organization which their founders wish to adopt. Federal credit unions are 
under the jurisdiction of the Federal Deposit Insurance Corporation. 

Commercial Banks . Personal loans may also be obtained from com¬ 
mercial banks. Generally interest is deducted for a whole year in advance, 
fees of various types are imposed, and sometimes an insurance policy must 
be taken out to guarantee payment of the unpaid balance in the case of 
death. Sometimes the cost of these loans is relatively low, lower even than 
loans obtained from a credit union. But usually the rate of interest is at 
least twice that for commercial loans. Commercial banks have come to 
provide a large part of all personal loans, because they operate almost every¬ 
where, including in states and localities where the other institutions listed 
here are not active, and because their charges, as a rule, are moderate. 

Consumer Finance Companies. The majority of states have adopted 
so-called “small-loan” legislation which regulates the activities of consumer 
finance companies—also known as “small loan companies” or “licensed 
lenders”—organizations that specialize in small personal loans. Some of 
these are large enterprises that maintain hundreds of branch offices through¬ 
out the country. Under uniform small loan legislation as it prevails in most 
states, a maximum rate of interest, amounting to 2 to 3 y 2 per cent per month 
on the unpaid balance, places a ceiling on the amount that may be exacted 
from the borrower. Interest may not be deducted in advance; it is payable 
only on the unpaid balance for the number of days elapsed since the last 
payment. The rates of interest are very high. In view of the costs incurred 
by these enterprises, it has proved inopportune, how ever, to fix maximum 
rates at a substantially lower level. In states w here this has been attempted 
the business of legitimate companies generally has been made impossible. 
.They were replaced then by unlicensed lenders and loan sharks whose 
charges run considerably higher than the legal maximum. 

While small loan companies often require security in the form of chattel 
mortgages on household goods, they rarely execute them, using them pri¬ 
marily as an incentive promoting prompt service of the loan. 

Loans of consumer finance companies are in many states limited to the 
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amount of $300, a limit that has been outmoded by the progress of inflation. 

Installment purchases of durable consumer goods have been discussed 
above, p. 134. 

Industrial Banks . Industrial banks hold middle ground between con¬ 
sumer finance companies and commercial banks. Some of them are called 
Morris Plan banks. The first of these enterprises was instituted in 1910 
under the sponsorship of Arthur J. Morris, a financier who was concerned 
about the credit problems of small-loan people. The industrial banks spe¬ 
cialize in small loans. Under the legislation of the various states, they may 
charge interest on the full amount of the original loans, regardless of in¬ 
stallments, and collect investigation fees. The costs of loans obtained from 
industrial banks are often lower than those granted by consumer finance 
companies. To some extent, this is the result of the fact that the average 
loan granted by an industrial bank is about twice as large as that granted 
by a consumer finance company. 

Pawnbrokers. Pawnbrokers are licensed under a variety of public regu¬ 
lations which often require bonding and impose supervision by the local 
police authorities. The pawnbroker grants loans on the security of col¬ 
laterals, usually jewelry or clothing. Loans can be had quickly and without 
formalities; but interest rates are high, rarely less than 3 per cent per month. 

POLICIES OF INSTITUTIONAL INVESTORS 

The study of the financial policies of prominent institutional investors 
such as insurance companies and savings banks is of considerable interest, 
because the savings of so many individuals are put into insurance policies 
and savings accounts. But apart from this consideration the policies of these 
organizations are noteworthy, because they tend to reflect the highest 
standards of financial propriety. While there is some affinity between the 
investment needs of these institutions and those of an individual, the analogy 
must not be stretched too far, however. Institutions are unlikely to come 
into a position compelling premature liquidation of their investments on 
short notice. They therefore will not insist on absolute price stability of 
their securities. Nor do they look for an appreciation of the capital. Their 
principal aims are a steady flow of returns and a maximum of safety. Since 
their own obligations are expressed in terms of money, fluctuations in prices 
and resulting changes in the value of money affect them only to the extent 
that they cause an increase in the expenses of doing business. 

Who are some of the institutional investors, and what is the relative 
significance of their portfolios? By far the most important group is the 
bank-administered personal trusts, which holds common stocks constituting 
about one half of the total value of the common stocks held by institutional 
investors. Trusts are legal devices under which, for example, property may 
be administered for the benefit of the heirs of a person. Next in line are the 
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investment companies, insurance companies, corporate pension funds, 
foundations, college endowments, and mutual savings hanks, which to¬ 
gether with miscellaneous other organizations own the other half of the 
common stocks held by institutional investors. As has been noted, the 
holdings of some of these institutions have increased at a rapid pace n 
recent years. Altogether, institutional investors of all fypes own approxi¬ 
mately one third of the market value of all common stocks listed at 
exchanges or of similar investment quality. The share of the bank-admin¬ 
istered trusts is slowly declining while that of the other institutional inves¬ 
tors is rising, leaving the total proportion relativelv stable. 

State Regulations . The stock holdings of the institutional investors are 
concentrated among a relatively small number of “blue chips,” and they 
are dwarfed by their holdings of bonds, mortgages, and other debt pieces. 
In general, institutional investors, which are the guardians of other people’s 
savings, are not at complete liberty in the acquisition of securities but must 
abide by the regulations of state and federal authorities. Permissible pur¬ 
chases are defined either in terms of general classes of securities that may 
be acquired or on the basis of specific lists of “eligible” securities. Regu¬ 
lation in the state of New York is often considered to represent the highest 
standards and has served as a model for the legislation of other states. 

Trustees may purchase common stocks under the “prudent-man” rule 
in effect in thirty-one states, including Massachusetts, w here it has been in 
effect for over a century. This rule requires that a trustee observes the 
same discretion in the management of the funds under his control as xvould 
a man of prudence and intelligence in the management of his own affairs. 

Until 1952, savings banks in New 7 York State were not permitted to 
place any funds into common stocks or into foreign securities. Until the 
turn of the century the only “legal investments” w ere federal and state 
bonds, bonds of New York and of a few out-of-state municipalities, and 
bonds and mortgages with improved New York real estate as security. 
Some railroad bonds w ere admitted in 1898, and three decades later public 
utility bonds and railroad equipment issues w ere made eligible. Since 1938 
high-grade industrial bonds may be purchased. Following the example of 
the New England states. New York now allows savings banks to invest in 
corporate stocks up to 5 per cent of their assets or 50 per cent of surplus 
funds and undistributed profits, whichever amount is the smaller. No bank 
may hold more than 2 per cent of the stock of one corporation or invest 
more than 1 per cent of its assets in the stock of one corporation. 

Securities of a given class arc not eligible ipso facto for investment by 
New York savings banks but'must meet certain requirements. Stocks, to be 
eligible, must be listed on a national securities exchange and must have paid 
dividends regularly for at least ten years preceding the purchase. Bonds of 
out-of-state municipalities are acceptable only if the municipality has a 
minimum population and if its past financial record is free from specified 
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blemishes. In the case of railroad mortgage bonds the carrier must have at 
least 500 miles of line; its revenues during the past five years must have been 
at least $10 million; it must have earned its fixed charges at least one and a 
half times in the previous and in five out of the last six years; it must have 
paid cash dividends amounting to one quarter of the fixed charges, or, if no 
dividends were paid, must have earned its fixed charges at least one and a 
half times in the previous and in nine of the last ten years; and, finally, it 
must not have been guiltv of default during the past six years. Requirements 
like these may be of help to the individual investor when he wants to ap¬ 
praise the security of a certain bond. From time to time they are changed, 
often in the direction of greater laxity, for limited periods of time when 
maintenance of the regular standards would eliminate an unduly large num¬ 
ber of securities. During the thirties, for example, railroad bonds were eligi¬ 
ble when the company’s earnings equaled its fixed charges. 

Insurance companies are permitted to acquire a limited amount of pre¬ 
ferred and, of late, also of common stocks. This is now the rule in over 30 
states, including New York. In this way, insurance companies are permitted 
to supplement the risk capital made available by individual investors. 

SUMMARY 

The successful management of an individual’s investments depends upon 
the specific purpose the investor wants to pursue. He may be primarily in¬ 
terested in safe returns, in liquidity, or in capital gain. 

When capital gains arc desired, common stocks are the most suitable 
investment. But the investor must be aware of the fact that all common 
stocks fluctuate in value and that downward movements of the market will 
affect even the soundest stock. 

Debt payment may be a sound investment of one’s savings, especially 
in periods of high prices when repayment is least burdensome. But if in¬ 
flation is expected to continue, borrowing may seem preferable to debt pay¬ 
ments. In other cases it may be desirable to incur debts, provided there is a 
reasonable chance that the cost of carrying them will be less than the gain 
expected from the use of the borrowed funds. The cost of borrowing tends 
ro fall with the amount of credit. Personal loans, granted in small amounts, 
arc expensive. They can be obtained from a variety of institutions. 

For purposes of information and guidance the study of the investment 
policies of institutional investors is commendable. Some of these are regu¬ 
lated by public authorities. As individual needs vary, policies of institu¬ 
tional investors must not necessarily be followed by others. 
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STUDY QUESTIONS 

1. What is the difference between real investment and financial investment? 

2. If you get married, you may have S30,000 of your bank deposits insured. 
How does this work? 

3. How have the prices of bonds behaved over the past decade? 

4. What is the usual relationship between bond yields and stock yields? 

5. What are “formula plans” for investment in securities? 

6. What are mutual funds? 

7. What is the difference between mutual funds and closed-end investment 
companies? 

8. What are short sales? 

9. What are margin transactions? 

10. What kinds of investments commend themselves in times of inflation? 

11. In what way docs the federal income tax law extend favored treatment to 
capital gains? 

12. Is it desirable to have income from state and municipal bonds exempt from 
the federal income tax? 

13. Why can credit unions extend credit at low cost? 

14. What are industrial banks? 

15. What is the maximum rate of interest under small loan legislation? 

16. Does the rate of interest always reflect the full cost of a loan? 

17. Why are high interest rates charged for small loans ? 

18. Should life insurance companies place a large portion of their funds into 
common stocks? 

19. Is it profitable to be in debt during periods of inflation? 

20. Why have mutual funds become so popular? 
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THE MAINTENANCE OF FREE 
ENTERPRISE: CONCENTRATION 
OF ECONOMIC POWER 


To the Four Freedoms—of speech and expression, of religion, from 
want, and from fear—which President Roosevelt has proclaimed, a Fifth 
was added by former President Hoover: economic freedom . 1 2 Economic 
freedom entails freedom of enterprise, or free enterprise, defined by the 
former President as the freedom for all “to engage in enterprise so long as 
each does not injure his fellow-men.” But conditions are not altogether 
favorable to the unhampered growth and development, in a free market, of 
independent business units. On principle, there is freedom of entry into 
any line of business, but in practice this freedom is often restrained: by the 
requirement of a license, franchise, or certificate of convenience and neces¬ 
sity. Other curtailments of freedom of entry arise from the control of 
natural resources, refusals to sell, and large capital requirements indispensa¬ 
ble in many lines of economic activities. Thus it is in agriculture and retail¬ 
ing, in particular, that free entry operates most effectively, as it does in the 
whole area of small business—over and beyond little business—with its 
numerous service trades. 

Elsewhere, business units have grown large, often so large that they have 
come to be run in an impersonal manner by rules and regulations that re¬ 
semble those under which government establishments operate.- The free 
play of individual initiative is restrained by an all-pervasive trend toward 

1 The Four Freedoms were stated in an address to Congress on January 6, 1941. 
The Fifth Freedom was formulated in an article in The Rotarian for April, 1943. It 
has since then been reprinted frequently, for example, in William Ebenstein (ed.), 
Mail and the State (New York: Rinehart & Co., 1947), pp. 359-62. 

2 The position of the individual serving such establishments, “the clash between the 
individualistic beliefs he is supposed to follow and the collective life he actually lives,” 
is admirably discussed by William H. Whyte, Jr., The Organization Man (New York: 
Simon & Schuster, Inc., 1956). See also Alan Harrington, Life in the Crystal Palace (New 
York; Alfred A. Knopf, Inc., 1959). 
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monopoly, oligopoly, and monopolistic competition. Economic power has 
become highly concentrated, and manifestations of competition in the 
technical sense of the term are on the decline. Only to a very moderate 
extent has it been possible to stem this development by means of legislation. 

This chapter is devoted to a discussion of these problems. It is subdivided 
into five sections. The first of these contains an appraisal of the structure of 
modern business organization, especially of the large corporation with its 
separation of ownership and control. The second investigates the extent of 
concentration in major industries. The third examines the causes and types 
of economic concentration. In the fourth the manifestations of monopoly 
power and of its corollary, the decline of competition, are analyzed. The 
chapter is concluded with a discussion of the antitrust legislation and re¬ 
lated measures. 

THE ORGANIZATION OF MODERN BUSINESS 

The Business Population . There are over 4.7 million business firms op¬ 
erating in the United States. The concept used here excludes farms, pro¬ 
fessional services, and self-employed persons who have neither at least one 
paid employee nor an established place of business. The inclusion of these 
groups would more than double the size of the business population/* 

With the exception of such periods as the Great Depression of the 
1930’s and the w ar years of the 1940’s, the business population rends to rise 
ev ery year. Usually, the number of new firms that are established in a year 
exceeds the number of old firms that arc discontinued, and the net rate of 
change tends to reflect the general level of business activity in a fairly cer¬ 
tain manner: the business population (the concept always being used in its 
narrower sense) tends to increase by approximately 100,000 firms for every 
rise of $ 11 billion in the real gross national product, excluding government 
and agriculture. 

If we relate the number of firms to the total population, we observe 
that since the turn of the century the business population has increased at a 
slightly faster rate than did the total population. In 1900, there w ere about 
21 firms for each 1,000 people; 50 years later, there were 27 firms per 1,000 
people. In appraising this trend, we must remember that the “business popu¬ 
lation,” as the term is used in the present context, does not include farms. 
The increasing industrialization of our country becomes apparent also w hen 
we relate the number of firms to the number of farms. A century ago, there 

The information about the business population (narrower concept) may be found 
in articles by Betty C. Church in the Survey of Current Business , April and December, 
1955; A lay and September, 1959; Alav, I960. For data relating to the wider concept see 
U.S. Treasury Department, Internal Revenue Service, Statistics of Income , 1951-58: 
U.S. Business Tax Returns (Washington, D.C.: U.S. Government Printing Office, 1960). 
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were five farms per firm; in 1900, there were three. At the present time the 
ratio is slightly over one; and if current trends continue, it will be one to 
one before long. 

If we examine more closely the characteristics of discontinued business 
firms as well as of newcomers to the business population—these two groups 
being the ones which account for changes in the total business population— 
we observe that the great bulk of the concerns making up either group are 
small enterprises. The stability of large firms is indeed considerably greater 
than that of small ones. Mortality among the newcomers is very high. In the 
light of experiences during the period from 1947 to 1954, it seems that the 
percentage of newly acquired firms that survive the first full year of opera¬ 
tion varies from 62 per cent in retailing to about 75 per cent in wholesale 
trade and finance. Two out of three newly acquired firms fail to survive 
the first 3*4 years; only one in five survives ten years. 4 The life expectancy, 
hence, is especially low among newly established firms, and it increases 
with age. 

Although corporations may extend their life indefinitely, a high rate of 
mortality has been found also among the corporate businesses. Estimates 
prepared for the period from 1925 to 1946 indicate that only 87 out of 100 
newly chartered corporations tend to survive as active the first year of op¬ 
erations. After five years the percentage surviving as active is 45; after ten 
years, it declines to 22 per cent; and after twenty years, to 10 per cent. It 
seems that, in general, an older corporation has a better chance of survival 
than a younger one—until its age exceeds approximately 55 years. 5 * 7 

Concentration of Employment . While most business firms are small, 
economic power is heavily concentrated among the large ones. Criteria 
for smallness or bigness vary. The Small Business Administration, for ex¬ 
ample, will issue a Small Business Certificate (useful for purposes of ob¬ 
taining orders from the federal government) to an enterprise that is not 
dominant in its field of operations and has fewer than 500 employees— 
although exceptions may be made with respect to the number of employees. 
For its other functions, the Small Business Administration considers a manu¬ 
facturing firm as small if it has 250 or fewer employees, and as large if it 
has more than 1,000 employees. Wholesalers and construction enterprises 
are considered small if their annual volume of business is $5 million or less, 
retailers if the annual sales are $1 million or less. Obviously, different types 
of business require different standards. A steel mill or a shipyard, employing 

4 See references in note 3; also Paul J. Fitzpatrick, The Problem of Business Failures 
(Philadelphia: Dolphin Press, 1936). 

5 It goes without saying that corporate death rates are much less standardized than 
those of natural persons, reflecting, as they do, the prevailing business conditions. 

The estimates cited above are median values of those given by William L. Crum, 

7 he Age Structure of the Corporate System (Berkeley and Los Angeles: University of 
California Press, 1953), pp. 176, 135. 
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a few thousand people, is small in terms of the standards set by the respec¬ 
tive industry, although it will appear as very large in comparison with the 
corner drugstore. 

As a fundamental measure of business concentration, we may group 
enterprises by the number of their employees, and, in turn, employees by 
their distribution among enterprises having specified numbers of employees. 
The data required for this analysis are available only for certain employ¬ 
ees—not all of them—covered by old age and survivors insurance. They 
include the bulk of commercial and industrial employees, but not those 
of the railroads, the self-employed, and those groups of employees to which 
the coverage of old age and survivors insurance was extended only during 
the 1950’s, farm laborers, for example. 

Altogether there are included 3 million employers and 41 million em¬ 
ployees. Over 40 per cent of the latter are in enterprises with 500 or more 
workers. Over 60 per cent of all employers have one, two, or three work¬ 
ers; less than 40 per cent have more than 3. Ninety-two per cent of all 
employers have less than 20 workers; 0.01 per cent have over 10,000 work¬ 
ers each. The former group of employers has on the payroll 25 per cent 
of all workers; the latter, close to IS per cent. The 40 per cent of all work¬ 
ers in enterprises with 500 or more workers are employed by less than 0.3 
per cent of all concerns; the 7 per cent of all workers in enterprises with 
3 or few er employees arc employed by 61 per cent of all concerns. These 
calculations are derived from Table 24. 


TABLE 24 

Estimated Number of Employers and Workers Covered by Old Age and 
Survivors Insurance, by Size of Concern, United States, January-March, 1956* 


Size of Concern 

as Measured by Employers, 

Number ok Workers Thousands 


Total. 3,006.5 

1 -3. 1,834.0 

4 7. 563.9 

8 19. 381.5 

20 49. 142.3 

50-99. 46.0 

100-499. 32.3 

.500-999. 3.4 

1,000 9,999. 2.8 

10,000 and over. 0.2 


Workers, 

Per Cki 


Thousands 

Employers 

Workers 

40,979 

100.0 

100.0 

3,095 

61.1 

7.3 

2,909 

18.7 

7.1 

4.555 

12.7 

II.1 

4.297 

4.7 

10.5 

3,139 

1.5 

7.7 

6,349 

1.1 

15.5 

2,304 

0.1 

5.0 

7,207 

0.1 

18.0 

7,124 

0.01 

17.8 


^Statistical Abstract of the United States , 1959 (Washington, D.C.: U.S. Government Printing Office, 1959), 

The Corporation. Only about 600,000 business firms are corporations, 
approximately one eighth of the business population, but these are most 
prominent by all standards of reckoning. 0 In the field of manufacturing, 

0 There are some 700,000 partnerships. The rest is composed of sole proprietorships. 
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corporations earn well over 90 per cent of total business receipts, and their 
employment covers a similar proportion of all manufacturing workers. In 
mining, corporations account for over 80 per cent of total business receipts. 
The corresponding figure for public utilities and transportation is over 90 
per cent. Corporations are less prominent in building construction and 
wholesale business. In retailing, where they are least important, they never¬ 
theless earn over 50 per cent of business receipts. 7 Only a few corporations 
are engaged in fanning, although during the Great Depression, when 
there were many foreclosures of farms, the Metropolitan Life Insurance 
Company had for a while become the largest single owner of farm land 
in the United States. 

American corporations are owned by an estimated 12.5 million stock¬ 
holders, nearly twice as many as in 1952. One out of eight adults is a share- 
owner. 8 Of the 100 largest manufacturing corporations, over 50 report 
more shareholders than employees. Notwithstanding the wide diffusion of 
ownership, the holdings of the great bulk of the stockholders—they in¬ 
clude, by the way, more women than men—are small, and for them the 
dividend income is only a modest supplement to income from other sources. 
While there is evidence that stock ownership is spreading to lower-income 
groups, stockholdings continue to be highly concentrated. Estimates for 
1960 indicate that the 2*/> per cent of all families who have incomes of over 
$15,000 and are stockholders own 42 per cent of the value of all stock. The 
less than 6 per cent of all families who have an income of over $10,000 and 
are stockholders own 64 per cent. 9 

The Large Corporation . Most corporations are small if measured by 
their assets, number of employees, or value of output. Approximately every 
third corporation has assets worth less than $50,000. But it is a very limited 
portion of all corporations that does the bulk of the corporate business and 
of business generally. The assets of all the corporations with assets of less 
than 100,000—more than one half of all corporations—amount only to 2 
per cent of total corporate assets. Less than 7 per cent of all corporations 
account for 90 per cent of the net income of all corporations. 10 

It appears that the share of the giant corporations in the nation’s busi¬ 
ness moves steadily upward. The 200 largest nonfinancial corporations— 
that is, those outside of commercial banking, insurance, investment, and 
the trust field—owned assets that have risen, in per cent of the assets of 


7 The corporate share in total business receipts is estimated on the basis of data 
found in Statistics of Income , 1957-58: US. Business Tax Returns, op. cit. 

8 New York Stock Exchange, Share Ownership in America: 1959 , June, 1959. See 
discussion by Irwin Friend, American Statistical Association, Proceedings of the Busi¬ 
ness and Economic Statistics Section, 1959, pp. 63-65. 

9 University of Michigan, Survey Research Center, 1960 Survey of Consumer 
Finances: Stock Ownership Among American Families, June, 1960, p. 5. 

10 Statistical Abstract of the United States , 1959 (Washington, D.C.: U.S. Govern¬ 
ment Printing Office, 1959), pp. 490 f. 
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all nonfinancial corporations, from 33 per cent in 1909 to 48 per cent in 
1929 and to 55 per cent in 1933. 11 Estimates for later periods are not in terms 
of assets but in terms of value of product, and they are for manufacturing 
alone. They indicate that the 200 largest manufacturing concerns turned 
out 37.7 per cent of the total value of product of all manufacturing indus¬ 
tries in 1935, and 40.5 per cent in 1950. 12 According to another estimate, 
the 200 largest manufacturing companies contributed 30 per cent to the 
total value added by manufacture in 1947, and 37 per cent in 1954. 13 

The concentration of economic power is pronounced also in the finan¬ 
cial sector of the economy. In 1955, the insured banks with deposits of $250 
million or more, less than 1 per cent of all insured banks, held 45 per cent 
of all deposits of insured banks. 14 

The very largest corporations represent such concentrations of wealth 
and power that they overshadow the aggregate property values within the 
coniines of many states. There were some seventy “billion-dollar” corpora¬ 
tions in 1956 (there are more now, see Table 25), and there were then only 
five states which had within their respective borders property valued higher 
than the assets of the two largest of these giants, the American Telephone 
and Telegraph Company and the Metropolitan Life Insurance Company. 
Twenty years earlier there had been ten states with property values ex¬ 
ceeding the assets of these two corporations. 15 Again in 1956, in nine other 
states the taxable wealth fell short of the assets of even the smallest of the 
billion-dollar corporations. Although valuations in the various states tend 

11 “Economic Concentration and World War II,” Report of the Smaller War 
Plants Corporation to the Special Senate Committee to Study Problems of American 
Small Business (79th Cong., 2nd sess.), Sen. Doc. No. 206 (Washington, D.C.: U.S. 
Government Printing Office, 1946), p. 6. 

12 Federal Trade Commission, Report on Changes in Concentration in Manufacture 
ing, 1935 to 1941 and 1950 (Washington, D.C.: U.S. Government Printing Office, 1954), 
p. 17. For a critical analysis of such estimates and for statements indicating doubts about 
a substantial increase of concentration in the twentieth century, sec references cited 
there on pp. 1 and 19, especially articles by M. A. Adelman and Gideon Rosenbluth. 
See also M. A. Adelman, “Federal Trade Commission Report on Changes in Concentra¬ 
tion in Manufacturing,” Journal of the American Statistical Association , Vol. L (Sep¬ 
tember, 1955), pp. 660-64; the same, “A Current Appraisal of Concentration Statistics,” 
American Statistical Association, Proceedings , Business and Economics Section, 1957; 
Gideon Rosenbluth, “Measures of Concentration,” National Bureau of Economic Re¬ 
search, Business Concentration and Price Policy (Princeton: Princeton Universitv 
Press, 1955), pp. 57-99; the same, “The Trend in Concentration and Its Implications 
for Small Business,” Law and Contemporary Problems , Winter, 1959, pp. 192-207. 

]'* “Concentration in American Industry,” Report of the Senate Subcommittee on 
Antitrust and Monopoly, 85th Cong., 1st sess., (Washington, D.C.: U.S. Government 
Printing Office, 1957), p. 11. 

11 Statistical Abstract of the United States, 1959 (Washington, D.C.: U.S Govern¬ 
ment Printing Office, 1959), p. 442. 

15 Temporary National Economic Committee, Final Report and Recommendations 
(77th Cong., 1st sess.), Sen. Doc. No. 35 (Washington, D.C.: U.S. Government Printing 
Office, 1941), pp. 675-78. 6 
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to understate the actual property values, these figures are impressive illustra¬ 
tions of the strength of corporate power. 10 

Most of the large corporations operate a substantial number of estab¬ 
lishments. For example, the 1,000 largest manufacturing corporations main¬ 
tained some 11,000 plants in 1950, the range per corporation extending Irom 
one to 358. Thus, the large corporation typically is a* multiplant concern. 17 

The two most important characteristics of the large corporation are its 
prominence, as documented in the preceding paragraphs, and the peculiari¬ 
ties of its control, created by its very size. This field of enquiry was opened 
up with the pioneering study of Berle and Means, The Modern Corporation 
and Private Property, 1 * which investigated the location of control over 
large corporations and arrived at the conclusion that ownership has been 
divorced from control in a wide segment of the American economy. Their 
findings were confirmed in a subsequent study of the 200 largest nonfinan- 
cial corporations. 19 Since the ownership of these corporations is widely 
diffused, the bulk of the individual stock holding tends to be small. Since 
many thousand, and in a few cases, some hundred thousand, stockholders 
share the ownership of large corporations, the interest of the individual 
stockholder in the affairs of the corporation is minute and so is his ability 
to appraise intelligently the issues which arise in its operation. In a wide 
sector of the corporate business, it is impossible to identify a specific con¬ 
trol relationship between the management and the more prominent groups 
of stockholders. There the divorce of ownership from control is complete 
in the sense that the proprietary function has been reduced to advancing 
funds and receiving dividends. A substantial part of the American economy 
is thus controlled by a bureaucracy of corporate officials whose respon¬ 
sibility to the public is less well-defined than that of government officers. 
There is little to do in such a corporation for a stockholders who is dis¬ 
satisfied, except for selling his stock. Proxy fights occur only rarely, perhaps 
ten to twenty times in a year. They are extremely costly in terms of money 
and effort, and when they do occur, they often make the headlines of the 
newspapers. 

16 “The Fortune Directory of the 500 Largest U.S. Industrial Corporations,” For¬ 
tune, Supplement, July, 1956; and Statistical Abstract of the United States, 1959, op. cit., 
p. 416. 

17 Federal Trade Commission, Report on Industrial Concentration and Product 
Diversification in the 1,000 Largest Manufacturing Companies: 1950 (Washington, 
D.C.: U.S. Government Printing Office, 1957), p. 35. 

18 New York, Macmillan Co., 1933. 

19 Temporary National Economic Committee, The Distribution of Ownership in 
the 200 Largest Nonfinancial Corporations, Monograph No. 29 (Washington, D.C.: 
U.S. Government Printing Office, 1940). See also R. A. Gordon, Business Leadership 
in the Large Corporation (Washington, D.C.: Brookings Institution, 1945), especially 
pp. 43 ff., 166 ff. 
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TABLE 25 

Corporations with Assets of $1 Billion or More, 1959-60 


1. Standard Oil (N.J.). 9.9 

2. General Motors. 7.9 

3. U.S. Steel. 4.7 

4. Ford Motor Co. 3.9 

5. Gulf Oil. 3.6 

6. Socony Mobil Oil. 3.3 

7. Texaco. 3.3 

8. Du Pont de Nemours. 3.0 

9. Standard Oil (Indiana). 2.8 

10. Bethlehem Steel. 2.7 

11. General Electric. 2.G 

12. Standard Oil of California. 2.6 

13. Amcr.'Telephone & Electronics. . . 1.8 

14. Shell Oil. 1.8 

13. Philips Petroleum. l.G 

1G. Union Carbide. 1.6 

17. Westinghouse Electric. 1.5 

18. Western Electric. 1.5 

19. International Bus. Machines. 1.5 

20. Sinclair Oil. 1.5 

21. Chrysler. 1.4 

22. Aluminum Co. of America. 1.4 

23. Cities Service. 1.3 

24. Anaconda. 1.1 

25. International Harvester. 1.1 

26. Goodyear Tire & Rubber. 1.0 

27. Republic Steel. 1.0 

28. Armco Steel. 1.0 

Merchandising 

29. Scars Roebuck. 2.0 

Transportation 

30. Pennsylvania Railroad.3.0 

31. New York Central Railroad. 2.6 

32. Southern Pacific. 2.3 

33. Atchison Topeka & Santa Fc. 1.6 

34. Union Pacific Railroad. 1.5 

35. Baltimore & Ohio Railroad. 1.3 

36. Chesapeake & Ohio Railway. 1.1 

Utilities 

37. American Tel. & Tel.19.5 

38. Pacific Gas & Electric. 2.3 

39. Consolidated Edison. 2.0 

40. Commonwealth Edison. 1.6 

41. El Paso Natural Gas. 1.5 

42. American Electric Power. 1.4 

43. General Telephone. 1.3 


Utilities ( Continued) 

$ Billion 

44. Tennessee Gas Transmission. 

.... 1.2 

45. Public Service El. & Gas. 

.... 1.2 

46. Southern Cal. Edison. 

.... 1.2 

47. Columbia Gas System. 

.... 1.2 

48. Southern Company. 

_ 1.1 

49. Am. & Foreign Power. 

_ 1.0 


Life Insurance 

50. Metropolitan. 

51. Prudential. 

52. Equitable Eifc Assurance 

53. New York Life. 

54. John Hancock Mutual. . 

55. Northwestern Mutual. . . 

56. Aetna. 

57. Travelers. 

58. Mutual of New York 

59. Massachusetts Mutual... 

60. New England Mutual.. . 

61. Connecticut General. . . . 

62. Mutual Benefit. 

63. Penn Mutual. 

64. Connecticut Mutual. . . . 

65. Lincoln National. 


Commercial Hanks 

66. Bank of America..11.3 

67. Chase Manhattan Bank. 8.3 

68. First National City Bank. 8.1 

69. Manufacturers Trust. 3.7 

70. Chem. Corn Exchange Bank. 3.6 

71. Security-First National Bank. 3.4 

72. Guaranty Trust of N.Y. 3.2 

73. Bankers Trust. 3.1 

74. First National Bank of Chicago.. . 3.0 

75. Cont. Ill. National Bank. 2.9 

76. Mellon National Bank & Trust.... 2.1 

77. Irving Trust. 2.0 

78. Hanover Bank. 2.0 

79. National Bank of Detroit. 1.9 

80. First National Bank of Boston.... 1.9 

81. American Trust (S.F.). 1.8 

82. Crocker-Anglo National Bank. ... 1.7 

83. Cleveland Trust. 1.5 

84. California Bank. 1.2 

85. First Pa. Banking & Trust. 1.2 

86. Phila. National Bank. 1.1 

87. First Western Bank.1.1 

88. Republic National Bank of Dallas. 1.0 

89. New York Trust. 1.0 


16.3 

14.7 

9.3 

6.7 

5.5 

3.9 

3.6 

3.1 

2.6 

2.2 
2.0 

1.9 

1.8 
1.7 

1.4 
1.4 


* "The Fortune Directory,” Fortune , August, 1959, PP- 123 ff-. July* I960, pp. 131 ff. 
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CONCENTRATION IN MAJOR INDUSTRIES 

For the year 1954 estimates are available of the share of the largest 
companies in the value of the shipments made by their respective indus: nos. 
A selection of these estimates is shown in Table 26. The industries mru be 
divided into four separate groups of concentration: extreme, high, modcr- 


TABLE 26 

Concentration in Twentv-Six Selected Industries, 1954* 


Per Cent or Industry Shipments Accounted for by: 

4 8 20 

Companies Companies Companies 


1. Aluminum.. 

2. Linoleum. 

.3. Copper smelting and refining. 

4. Typewriters. 

5. Cigarettes. 

6. Tin cans and other tinware. . . 

7. Tires and tubes. 

8. Motor vehicles and parts 

9. Tractors. 

10. Biscuits and crackers. 

11. Distilled liquors. 

12. Glass containers. 

18. Organic chemicals.. 

14. Steel works and rolling mills. . 

15. Electrical appliances. 

16. Aircraft. 

17. Flour and meal. 

18. Meat-packing plants. 

19. Plumbing fixtures and fittings. 

20. Footwear, except rubber. 

21. Canned fruits and vegetables. 

22. Carpets and rugs, except wool 
28. Woolen and worsted goods. . . 

24. Pharmaceutical preparations. 

25. Milk and milk products. 

26. Bread and related products. . . 


100 



87 

t 

100 

86 

t 

100 

88 

99 

100 

82 

99 + 

100 

80 

88 

96 

79 

91 

99+ 

75 

80 

87 

73 

88 

97 

71 

77 

85 

64 

79 

93 

6.3 

78 

92 

59 

73 

87 

54 

70 

85 

50 

61 

79 

47 

76 

96 

40 

52 

86 

39 

51 

60 

36 

52 

72 

30 

36 

45 

28 

39 

52 

27 

42 

65 

27 

38 

55 

25 

44 

68 

23 

29 

36 

20 

31 

40 


* "Concentration in American Industry,” Report of the Senate Subcommittee on Antitrust and Monopoly , 85th 
Cong., 1st sess. (Washington, D.C.: U.S. Government Printing Office, 1957), pp. 243 ff. 
t Not available. 


ate, and low. Twelve industries fall into the extreme concentration group, 
in which over 60 per cent of control is reached by four or fewer companies. 
Another seven industries may be said to be characterized by high concen¬ 
tration: in these industries eight companies account for more than 50 per 
cent of shipments made in the industry. In this group the steel industry 
stands out. In the moderate concentration group—four industries—over 
50 per cent of the shipments originates from 20 companies. Relatively low 
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concentration is a feature of three industries, in which the shipments of 
the 20 largest companies do not reach 50 per cent. Industries included in 
this group are milk and milk products, bread and related products, and 
footwear. As all classifications, this one is not without blemishes. In the 
footwear industry, for example, the largest single concern has a dominating 
position, owning, as it does, some 20 per cent of the total assets of the 
industry. None of the three industries included in the low-concentration 
group is the nation’s least concentrated industry, but data for industries 
characterized by lesser concentration are here omitted. 

CAUSES AND TYPES OF ECONOMIC CONCENTRATION 

It is difficult to determine exactly which of the causes that are respon¬ 
sible for the growth of the business unit w eighs most heavily on balance. 
The question is of considerable importance, because large concerns are apt 
to be accused of unlaw ful monopolistic practices. What, then, accounts for 
economic concentration? 

Causes of Concentration. There exist in this matter two schools of 
thought. One group of students attributes principal responsibility for the 
development of monopoly power to the government. It focuses attention 
on the role of the tariff as promoter of monopoly and upon such legal insti¬ 
tutions as patents and incorporation laws. Other authorities will insist, 
however, that large-scale enterprise, with its attending tendency toward 
monopolistic constellations, is not so much the outcome of legislation and 
similar institutional factors but of the greater efficiency of this type of 
organization. Unlike a small business firm, large-scale enterprise can finance 
research adequately enough to exhaust the opportunities w hich beckon at 
the frontiers of modern science. Du Pont reportedly spent $27 million on 
nylon research before the product was ready for commercial marketing. 
Would a small firm’s financial resources suffice to support a research pro¬ 
gram similar in size; and if they did, would not the risk of failure act as a 
much stronger deterrent than in the case of a large enterprise, whose eggs 
are not all in one basket? 

Large enterprises have at their disposal various opportunities for econ¬ 
omics which smaller firms may not have at all or only to a limited extent. 
Large enterprise can use relatively more capital in the process of production 
and can use it more economically. It can go further than a small concern in 
the division of labor and in specialization of all sorts, hiring more highly 
specialized factors and standardizing output. It has been show n for example, 
that the amount of electric energy that is utilized per man-hour rises fairly 
regularly with the size of the plant. 20 This, in turn, seems to demonstrate 

Temporary National Economic Committee, Technology in Our Economy, 
Monograph No. 22 (Washington, D.C.: U.S. Government Printing Office, 1941), 
p. 203. Note that this observation refers to the plant, not to the firm. 
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that with increasing size the quantity and, perhaps, also the quality, of 
capital equipment increases. It is also true that large companies tend to pay 
higher wage rates than small ones. 21 This may be interpreted as an indication 
of greater productivity of labor employed in large plants, resulting, per¬ 
haps, from more generous equipment with capital or from the employment 
of a superior type of personnel. Large firms not only tend to pay higher 
wages; they arc also in the position to accede more readily than small con¬ 
cerns to pension and annual wage plans. 

The advantages of large enterprises reveal themselves in many other 
respects, such as, for example, in different costs of borrowing. The relative 
expenses incidental to the flotation of securities of a small firm is a multiple 
of those incurred on account of large issues. Smaller firms must rely to a 
great extent on short-term finance, which is expensive anyhow; and there 
again the rates vary inversely with the size of the loan. 22 

The vertical integration of enterprises may facilitate the synchroniza¬ 
tion of the various stages of production to an extent impossible of achieve¬ 
ment under independent managements. Horizontal integration may entail 
economies of selling costs. As will be noted, integration often is a prelude 
to consolidation. 

All these factors would seem to support the view that large-scale 
enterprise is superior in efficiency. Assuming, for the moment, that this is 
the case, wc should expect large-scale enterprises to be capable of earning 
abnormal profits over long periods of time. As a group the largest corpora¬ 
tions (with assets of $50 million and more) have indeed never made deficits, 
not even in 1931 to 1933, when there were deficits among all other size 
groups. Also, it has been observed that for all corporations, rates of return 
on the average tend to rise with size. 

All these considerations, underlining, as they do, the advantages of scale, 
do not provide convincing proof of the greater efficiency of the giant 
corporations. Their abnormal profits can be interpreted just as well as a 
manifestation of monopoly power in the sale, and of special bargaining- 
strength in the purchase, of products. To reach definitive conclusions the 
factors productive of economies of scale w ould have to be separated from 
those that bestow monopoly power on the enterprise, a method of isolation 
to which the statistical material rarely lends itself. 

Monopolistic Combinations. As has been noted, monopoly pow er may 
also arise on the basis of combinations, which w ill be studied in fuller detail 
in the section to follow. As Adam Smith, the founder of economic science, 
•once put it, “people of the same trade seldom meet together, even for merri- 

21 Temporary National Economic Committee, Hourly Earnings of Employees in 
Large and Small Enterprises, Monograph No. 14 (Washington, D.C.: U.S. Govern¬ 
ment Printing Office, 1940). 

22 “Problems of Small Business Financing,” Report of the Select Committee on 
Small Business, House of Representatives, 85th Cong., 2nd sess., House Report No. 1889 
(Washington, D.C.: U.S. Government Printing Office, 1958), p. 44. 
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ment and diversion, but the conversation ends in a conspiracy against the 
public, or in some contrivance to raise prices.” 23 Combinations may vary 
all the way from loose understandings to formal agreements. They are 
occasionally referred to as “cartels,” although the scope of this term is not 
strictly defined. Combinations or cartels may include only domestic enter¬ 
prises, or they may be international. In practice, it is difficult to delineate 
from international cartels the various commodity agreements which often 
arc concluded under government sponsorship. Generally these agreements 
aim at control over output or sales in order to stabilize prices. 

The limiting case of monopolistic combinations is the merger, or 
consolidation, under which all or some of the participating enterprises may 
abandon their corporate existence. Legal independence is preserved in the 
case of the technical trust, an agreement, now obsolete, under which the 
participants transfer stock holdings in return for trust certificates. Still 
another arrangement is the pool, generally of earnings which then are 
redistributed among the partners. Most important, perhaps, is the use of the 
holding-company device under which a company acquires stock in other 
corporations. At the other end of the scale are formal and informal agree¬ 
ments concerning prices, output, sales, market territories, and the like. 

We will now turn to the typical market situations to which economic 
concentration gives rise. They may be either monopoly or oligopoly, or the 
oligopolistic character of the market may be complicated by product dif¬ 
ferentiation. In this case, we speak of monopolistic competition. 

Monopoly. The market situation which confronts large-scale enter¬ 
prise is rarely one of pure competition, where there are many sellers 
bringing a standardized product to the market, and where the number of 
sellers may be increased by the arrival of new firms. Under monopoly, there 
is only one seller or a group of sellers acting as one. The monopolist cannot 
dispose of any and all quantity of output at the going price but must relax 
his price if he wants to increase his sales. 

Under pure competition the seller does not suffer a decline in price if 
he expands output. But neither can he force prices up by reducing output. 
He will sell all that he can produce so long as the rising marginal costs do 
not exceed the price. To him, price, or average revenue, is identical w ith 
marginal revenue, the revenue added by the marginal product. 

All this is different in the case of monopoly. Since the monopolist shares 
the market with no one, in the absence of substitutes it is his supply alone 
that is available to meet the demand for the unique product put out by him. 
At a low price, he can dispose of much; at a high one, of little. By varying 
output, he thus can control price and costs, to maximize profit. 

23 The Wealth of Nations, 1776, Bk. I, chap, x, Ft. II. In our own days. Justice 
I lolmes said that “free competition means combination. ... It seems to me futile to 
set our faces against this tendency.” Vegelahii v. G until er, 167 Mass. 92 (1896). This 
was meant to apply to combinations of workmen. 
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The equilibrium output of the monopolist is smaller and his price 
higher than are output and price of a competitive seller. 24 Equilibrium, it 
will be recalled, prevails when profits are maximized. Both under monopoly 
and competition, they are at their peak at an output where the marginal 
product adds as much to revenue as it docs to cost. Under pure competition 
the marginal product always adds the price, or average revenue, to total 
revenue. Equilibrium thus prevails when marginal cost equals price. Under 
monopoly the revenue added by the marginal product is less than price. 
T his is so because larger quantities must be sold at lower prices, and the 
lower price applies to the marginal as well as the nonmarginal products. 
The seller will want to equate marginal cost with marginal revenue; but as 
the latter under monopoly always falls short of the price at a given output, 
equilibrium output will be below the competitive level. This follows from 
the fact that marginal costs will be equal to marginal revenue at an output 
volume smaller than that at which they would be equal to price. And at the 
lower volume of output the price will be higher than it would be at a larger 
volume. 

Oligopoly . The term “monopoly” is used to designate a market situa¬ 
tion where there is only one seller or a unified group of sellers. Oligopoly 
prevails when there are a small number of enterprises marketing the prod¬ 
uct. As has been seen, many markets are characterized by the operations of 
a few large companies, which absorb sizable portions of total sales. When 
oligopoly prevails, changes in the price and output policies of each seller 
will immediately be felt by the others. Usually, oligopolists act as one and 
allegedly without agreement. Often the oligopolists rely upon some sort of 
system of pricing which makes the action of the “rivals” calculable and 
adherence to the system profitable. The frequently observed practice of 
submitting identical bids is a case in point. 25 Oligopolists also may hesitate 
to lower prices and increase sales, because such an action on the part of one 
may elicit reprisals and start a price war that could be disastrous for all. If 
there is agreement, concerted action, or conspiracy, this is regarded by the 
courts and antitrust agencies as “monopoly.” But without an agreement, 
the oligopolists may maintain price and output at a level with the one most 
profitable for a monopolist, observing what has been called “concurrent 
action” or “conscious parallelism of action.” Often they are attached to a 
policy of live and let live and inclined to consider the rival who cuts his 


24 This assumes, of course, that both situations are comparable in every respect. 
Actually, a monopolistic firm, if transformed into a competitive industry, might be 
deprived of important economies, with a resulting upward shift of the cost curves. 
Moreover, consumers, with their preference for trade-marks and brand names, ap¬ 
parently desire a certain amount of monopoly and of the variety of products gen¬ 
erated by product differentiation. 

25 See Vernon A. Mund, “Identical Bid Prices,” Journal of Political Economy , Vol.. 
LXVIII, No. 2 (April, I960), pp. 150 ff. 
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price as “chiselcr.” If there is no agreement, unity of action on the part of 
the oligopolists now escapes prosecution. 20 

But oligopoly may indeed lead to price wars and has done so often in 
the past, when conditions were more unsettled. Oligopolists do not only aim 
at maximum profits; they are interested also in securing an entrenched 
position that will protect them from possible attacks of their rivals. Indeed 
the situation may be such as to warrant application of the rules of strategy. 
These may call for the temporary surrender of the goal of maximum profits, 
if at this cost the annihilation of the rival may be obtained. Price wars may 
then ensue, culminating in the defeat of the rival whose enterprise is merged 
or consolidated with that of the victor. 

Since the prices charged by monopolists and oligopolists are the 
intended results of deliberate policies—rather than the unintended conse¬ 
quences of impersonal forces of competition—they are sometimes known 
as “administered prices” (see also above, p. 172). 

Monopolistic Competition. Prices may also be higher and output lower 
than under pure competition when there is product differentiation. On 
account of location, circumstances attending the sale, advertising, trade¬ 
marks or names, patents, packaging, and the like, customers become 
attached to a certain product and attribute to it characteristics, real or 
imaginary, which differentiate it from similar products. The seller of such 
a product can dispose of different quantities at different prices and thus 
acquires the power of a monopolist. In its exercise, he is restricted, however, 
bv the availability of close substitutes and the possibility of free and easy 
entry of newcomers into the trade. The resulting market situation is one of 
competition among several “monopolistic competitors,” competition being 
strong enough to eliminate profits above normal. The downward sloping 
demand curve for the product sold under monopolistic competition is then 
bound to touch the downward-sloping average-cost curve at a higher point, 
indicative of lower output and higher price, than would be true of the 
horizontal sales curve of a seller under pure competition. If, as may well be 
the case, the market is, in addition, oligopolistic, and/or entry of newcomers 
is restricted, excess profits may be earned. 

Effective Competition. With pure competition conspicuously absent in 
many markets, there are, nevertheless, a number of tendencies operating in 
our economy that favor competition. The networks of transportation and 
communication have become tightly knit ones, connecting, as they do, the 
inhabitants of the remotest corners with a variety of markets. With the 
growth of alternative transportation facilities, the monopoly power of the 
railroads has diminished. In commodity markets generally there has 
occurred a remarkable increase in the number of commodities serving an 


20 Theater Enterprises v. Ear amount Film Dist. Corp 346 U.S. 537 (1954). 
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identical or similar purpose. Research has ceased to be the exclusive preserve 
of the large enterprises, since it is made available to small firms by special¬ 
ized research organizations on a contractual basis. Often there has also been 
observed a tendency to break down customary jurisdictional bounds in the 
field of distribution. In view of these and similar trends, it is not surprising 
that economists have for long been in search of a rtiarket structure that 
would reflect reality more fully than the concept of pure competition and 
that, at the same time, would be free of the opprobrium attached to the 
various monopolistic concepts. Under the influence of this way of thinking, 
there have emerged a number of concepts of “workable” or “effective” 
competition. Most of these call for an appraisal of a given market situation 
in the light of such criteria as the progressiveness of the technology, the 
passing on of cost reductions to the purchasers, the absence of excess ca¬ 
pacity and of unusually large profits, the maintenance of production and 
employment, the availability of real and substantial choice to the purchasers, 
and the avoidance of waste in selling activities. Different authorities will 
place different emphasis upon these and other criteria of workable com¬ 
petition; and the notion, designed as it is to reflect the fullness of life, does 
not have the precision characteristic of the abstract categories of economic 
analysis. 

That progressiveness of technology yields the kind of competition 
which “counts” has especially been the view of the late Professor J. A. 
Schumpeter, who visualized effective competition as a process of “creative 
destruction”—“the competition from the new commodity, the new tech¬ 
nology, the new source of supply, the new type of organization (the 
largest-scale unit of control for instance)—competition which commands 
a decisive cost or quality advantage and which strikes not at the margins of 
the profits and the outputs of the existing firms but at their foundations and 
their very lives. This kind of competition is as much more effective than 
the other as a bombardment is in comparison with forcing a door, and so 
much more important that it becomes a matter of comparative indifference 
whether competition in the ordinary sense functions more or less promptly; 
the powerful lever that in the long run expands output and brings down 
prices is in any case made of the other stuff.”- 7 

There is indeed no doubt that innovation may be a powerful instrument 
for making competition effective. But innovation, even in as highly progres¬ 
sive an economy as the American one, is not evenly diffused and may leave 
untouched “formidable positions of market power.”- 8 In the face of the 
undeniable existence of such positions as evidenced by many antitrust 

27 J* A. Schumpeter, Capitalism , Socialism , and Democracy (2nd ed.; New York: 
Harper & Bros., 1947), pp. 84 f. 

“ s Edward S. Mason, “The New Competition,” Yale Review , Vol. XLIII, No. 1 
(September, 1953), p. 45. 
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decisions of the courts, Schumpeter’s view, highly suggestive as it is, 
provides no adequate principle of explanation of the situation. What, then, 
makes monopoly power persist? 

The Persistence of Monopoly Power . Monopoly and oligopoly can only 
persist when the freedom of entry on the part of newcomers is effectively 
curtailed. As was noted in Chapter 3, this may happen when monopoly 
power is based on the ownership of patent rights. More often, however, 
other factors may make the position of the established concerns so strong 
that potential newcomers will have little chance of success. Frequently the 
optimum size of the firm is forbiddingly large; in the face of well-en¬ 
trenched establishments, a new venture is likely to meet with much scepti¬ 
cism, and access to the capital market will be difficult. In other cases the 
existing enterprises may enjoy advantages based on experience, integration, 
location, and control over materials, which are not available to a newcomer. 

Sometimes the optimum size of a firm is so large that a number of 
competing enterprises would be unable to operate at a stable equilibrium. If 
there is onlv one such enterprise, its scale of output will fall short of the 
optimum; and it will set a price in excess of cost. But if there are newcomers, 
each competitor could only dispose of a smaller output; and this he would 
have to produce at higher cost. If each were to expand output, costs would 
decrease; but so large an output might not be at all absorbed by the market 
or only at prices below cost. Thus in situations like these, monopoly appears 
as the only way out; and for this reason industries characterized by the 
described conditions are said to harbor “natural monopolies.” Some public 
utilities and common carriers are considered in this class. The toleration of 
their monopolistic structure by the public is generally accompanied by 
regulation. Such toleration, of course, has its limitations. As a rule, it does 
not imply that the regulated businesses are at liberty to merge with each 
other, charge discriminatory prices, or restrain trade by collusion or other 
means. 

Countervailing Power. In the foregoing analysis the entry of new 
sellers is interpreted as the principal check on the persistence of monopoly 
power. But what about a situation where the monopolistic power of a 
seller is checked, not by rivals or competitors, but by the market power of 
a dominant buyer? Traditional economic analysis treated a situation such as 
this under the heading of “bilateral monopoly” and saw little desirable in 
it. Under the terms of a more recently developed theory of “countervailing 
pow er” the market power of a strong seller will generate a countervailing, 
or offsetting, market power of a strong buyer, and vice versa. Powerful 
manufacturers face powerful retailers; big business must deal with big 
unions; the more highly concentrated industrial sector of the economy finds 
its complement in an agricultural sector equipped with countervailing 
power by the government. 

How ever, a strong market position generates countervailing pow er as 
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often as it fails to do so; and even if it does, the result more likely is a 
sharing of the spoils rather than their diffusion among the consumers—as 
would occur under competition. Countervailing power is no substitute fo 
competition; and to the extent to which it “checks” monopoly power, th 
nature and direction of the check is different from that provided \v tori 
petitors and rivals. Of great importance is also that the check provided by 
countervailing power presumably fails to operate during periods " infla¬ 
tion.- 9 In a seller’s market, when the demand is excessive, the position of the 
seller is so strong that he can resist the bargaining power of his customers; 
and these may indeed find it most profitable “to form a coalition with the 
seller to bring about an agreed division of returns.” 3 " For an age that is said 
to be characterized bv an inflationary bias, the theory of countervailing 
power does not even furnish as much as a comforting rationalization. 


GUISES AND DISGUISES OF MONOPOLY POWER 

Monopoly power manifests itself in various ways. It comes about as a 
result of collusion and collective action, and it is exercised by means of 
various business policies. Often the various practices which will be analyzed 
in this section overlap and can be observed side by side. YVc will discuss first 
arrangements that may be called combinations in a wider sense, like trade 
associations and interlocking directorates, and then turn to the closer types 
of combinations, holding companies and mergers. Subsequently we will 
analyze such monopolistic practices as market sharing, price leadership, and 
price discrimination. 

Trade Associations . There are many thousands of trade associations 
which render various services to their members, promoting their specific- 
interests. While the bulk of their work may not be obnoxious, trade associa¬ 
tions often facilitate co-ordination of the price and production policies of 
their members. The restraint of competition may be cloaked in the form of 
periodically published trade statistics and price information. These activities 
are often characterized as safeguards against “destructive competition” or as 
instrumental in securing “business stability,” based on the “voluntary 
sharing of available business.” 

29 The theory of countervailing power has been developed by John K. Galbraith, 
American Capitalism: The Concept of Countervailing Power (Boston: Houghton 
Mifflin Co., 1952). For critical appraisals the student is referred to Simon N. Whitney, 
“Frrors in the Concept of Countervailing Power,” Journal of Business of the Uni¬ 
versity of Chicago , Vol. XXVI, No. 4 (October, 1953), pp. 238-53; Walter Adams, 
“Competition, Monopoly, and Countervailing Power,” Quarterly Journal of Eco - 
nomicSy Vol. LXVII, No. 4 (November, 1953), pp. 469-92; discussion between Gal¬ 
braith, George J. Stigler, John P. Miller, and others, American Economic Review , 
V°k XLIV, No. 2 (May, 1954), pp. 1-34; Arthur Schweitzer, “A Critique of Coun¬ 
tervailing Power,” Social Research, Vol. XXI, No. 3 (Autumn, 1954). 

30 Galbraith, op. cit ., p. 136. 
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Interlocking Directorates . The co-ordination of corporate policies is 
also facilitated by interlocking directorates. Men of great ability are at a 
premium in all walks of life. Not infrequently a businessman of unusual 
ability will find himsef a member of the boards of directors of several 
corporations. Interlocking directorates are very widespread, although they 
do not necessarily operate against competition (see Fig. 44). Studies under¬ 
taken during the thirties revealed that among the 250 largest corporations 
of the country there were only 25 which had no director in common with 
at least one other of the large corporations. One corporation indeed inter¬ 
locked with no less than 35 others. Altogether, there were some 3,500 
directorships on the boards of the 250 corporations, and close to one third 
of them was held by 400 men. One hundred fifty-one companies were inter¬ 
locked with at least three other companies in the group. That this practice 
is not necessarily harmful is borne out by the fact that a considerable 
section of the corporate directorate is inactive. But in some instances, inter¬ 
locking directorates may lead to conflicts of interests that are not easy to 
reconcile. 81 

Integration. Integration may occur in horizontal or vertical direction. 

I lori/ontal combinations operate at the same stage of the productive 
process, while vertical combinations embrace enterprises that work at dif¬ 
ferent stages of production. 

One of the most common devices for integration is the holding com¬ 
pany, a corporation holding stock in other companies. Standard Oil Com¬ 
pany of New Jersey, one of the largest manufacturing corporations in the 
country, has over 300 subsidiary and affiliated concerns. The 100 largest 
manufacturing concerns have an average of 35 subsidiaries. The 200 largest 
have a total of close to 5,000 subsidiaries. More than one third of American 
corporate stock is owned by other corporations. There may be large net¬ 
works of holdings, one corporation owning the stocks of others and these, 
in turn, holding the stocks of still other concerns. The “pyramid” which is 
thus established facilitates the domination of large corporate empires with 
the help of relatively small investments. The holding-company device has, 
on occasion, opened the way to a great variety of abuses and led to inter¬ 
company transactions of doubtful propriety. Fraudulent failures of giant 
holding companies in the public-utility field made the public aware of these 
dangers and ushered in legal restrictions on this form of integration of utili¬ 
ties. 'There are, however, a great many highly respectable holding com- 

:u National Resources Committee, The Structure of the American Econo?ny> 
Part 1 (Washington, D.C.: U.S. Government Printing Office, 1939), p. 158. For more 
recent data, sec Federal Trade Commission, Report on Interlocking Directorates 
(Washington, D.C.: U.S. Government Printing Office, 1951); “Interlocking Directors 
and Officials of 135 Large Financial Companies of the United States,” Part I of a 
Preliminary Report of the Select Committee on Small Business , House of Representa¬ 
tives, 85th Cong., 1st sess., House Report No. 1278 (Washington, D.C.: U.S. Govern¬ 
ment Printing Office, 1957). 
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Interlocking Relationships between First National City Bank of 
New York and Major Financial Companies, 1956 


Position with First Directors and Officers 
National City Bank of First National City 
of New York Bonk of New York 


Position with com* 
pany interlocked 
with First National 
City Bankof N.Y. 


Financial company 
interlocked with First 
National City Bank 
of New York 


AMORY HOUGHTON 



$6,672,390,362 


Director U — I H.MANSFIELD HORNER h- ■' Director 


Subsidiary - 1 HENRY C. TAYLOR 


COMPANY 

1 - 

TRAVELERS INDEMNITY 
INSURANCE COMPANY 

$ 242 . 481.741 

CONTINENTAL 
' INSURANCE COMPANY 
$ 432 , 333,103 

I GREENWICH I 

1 SAVINGS BANK 


Executive 
Vice Preeident 


I GREAT AMERICAN j 
1 INSURANCE COMPANY 


Vice President 
of Subsidiary 


GEORGE C. BARCLAY 


BOWERY 
SAVINGS BANK 


Senior 

Vice President 


JOSEPH P. GRACE. JR. 


DeWITT A. FORWARO 


EARLE THOMPSON 


JAMES M. NICELY 


ROBERT WINTHROP 


H Trult „ _ EMIGRANT INDUSTRIAL 

irusree — SAVINGS BANK 

_ _ $ 658 , 160,102 

- Trustee _| DIME SAVINGS BANK 

$ 820 , 018,323 

__' DRY DOCK I 

— Trustee — SAVINGS BANK | 

$ 481 , 666,118 

_ ZTZZ 1 BANK FOR SAVINGS 

" Trustee | IN NEW YORK CITY 

$ 434 , 213,142 

_ Tru4 ,„ _ SEAMEN^ BANK 

n I n FOR SAVINGS 

$ 387 , 904,466 

TOTAI_$53,588,952,829 


FIG. 44. Interlocking directorates are a feature also of financial corporations. The dollar figures 
represent deposits for banks and assets for all other financial companies, as of December 31, 1956. 
From Final Report of the House Small Business Committee , 85th Cong., 2nd sess., 1959, p. 24. 


panies, such as United States Steel, Standard Oil of New Jersey, American 
Telephone and Telegraph, the Pennsylvania Railroad, and numerous others. 

Mergers . The acquisition of stock is often preparatory to the complete 
merger or to the purchase of a company’s assets by another corporation. 
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Mergers indeed have become a frequent occurrence, and the merger move¬ 
ment of the 1940’s and 1950’s parallels that of the prosperous 1920 s. While 
mergers are of great importance, the heyday of the merger movement 
belongs to an earlier period of American business history. Many of the 
largest industrial enterprises owe their present leading position in a given 
industry to a merger that took place at the turn of the century or during 
the 1920’s. “Since then, these firms have not grown relatively faster than 
their smaller rivals.” This observation, as well as other factors—especially 
the basic fact that technological economies of production can be made at 
the plant level and do not necessarily require large companies—“hardly 
point to great differences in efficiency as the chief explanation of the present 
size distribution of firms. Rather, they indicate the importance of a series 
of past events in which many factors, including attempts to achieve mo¬ 
nopoly and the desire to realize promoters’ profits, played an important 
part.”'*- 

Many of the mergers of recent years have brought together unrelated 
businesses, turning the acquiring concern into a sort of investment com¬ 
pany, which by means of diversification hopes to earn larger and more 
stable profits. In other instances the acquiring concern may completely 
abandon the line of business for which it was known, and turn to fields 
considered more highly rewarding in the light of changing circumstances. 
The Pressed Steel Car Co., for example, ceased to manufacture freight cars 
and instead produced metal goods ranging from oil well equipment to 
trash cans. In the process it changed its name to U.S. Industries, Inc. 
Textron American, Inc., originally a textile concern, acquired companies 
turning out aircraft equipment, movies, cotton batts, pads, and felt, high- 
precision machinery, bed sheets, generators, plywood, metal fasteners, 
clothes lines, and many other articles. 

The motives for mergers are manifold. The acquiring concern may have 
retained large amounts of earnings which it desires to put to profitable use. 
It may wish to be in the position to offer a “full line” of articles for sale. 
The merger may result in substantial tax savings, especially if one of the 
concerns involved shows losses which may be utilized to offset the other’s 
gains. On accasion small businesses are sold to create liquid funds with 
w hich to pay estate taxes—although since 1958 their payment can be spread 
over a 10-ycar period—or to avoid high rates of income tax on dividend 
income and to incur the more favorable tax liability for capital gains. 'The 
ow ner of a small company may sell because he finds the going too hard or 
because there is nobody in the family to take over the business. 

The merger movement is not limited to manufacturing companies but 
includes many types of financial institutions, especially banks. In an aver¬ 
age year of the 1950’s 150 banks w ere absorbed by others, and during the 


:tL * Girl Kayseri, “Looking Around,” Harvard Business Revieu\ May-June, 1954. 
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whole decade the number of banks in the country declined by over 10 per 
cent. While most banks that have disappeared from the scene were rela¬ 
tively small, a few very large banks have also merged, making for increasing 
financial concentration. Altogether, the merger movement in all fields of 
business is bound to have important repercussions on the structure of 
American business in the years ahead, and it is actively discussed hv many 
students of the American economy.™ 

Market Sharing. Monopolistic practices may exist without the sur¬ 
render of the independence of the participating concerns. For example, 
often a few large enterprises share a given volume of business in rather 
stable proportions over long periods of time. Among investment bankers, 
it is customary not to disturb another concern bv soliciting the business of 
a corporation which is attached to a specific banking house. Moreover, 
companies may abstain from competing against each other in the purchase 
of raw materials, as they have done, for example, in the tobacco industry. 

Sometimes the market is shared by the allocation of geographically 
defined sales territories to different firms. These then, in effect, assume the 
power exercised by the legislator in the form of tariffs. During World War 
II, market-sharing agreements which American firms had concluded with 
German concerns caused considerable apprehension, because they had re¬ 
tarded the development of strategic industries outside Germany. One of the 
most striking examples of such agreements occurred in the optical industry. 
Both Bausch and Lomb, an American concern, and Carl Zeiss of Germany 
undertook not to sell in each other’s markets. If, for example, the United 
States military authorities w ere to manifest interest in Zeiss products, this 
firm was to make a “protective offer” with a price in excess of the normal 
charge. 34 The American production of magnesium, an important light 
metal, was retarded by an agreement between the German dye trust and an 
American concern, under which the exports of the latter were severely 
restricted. In the field of aluminum, an international cartel had restricted 
production in the various countries of Europe. When the Nazi government 
came to power, Germany insisted on increasing its output of aluminum. 
'This was approved by the other producers, since Germany undertook not 

■™ John K. Butters, John Lintncr, and William L. Carey, Effects of Taxation: 
Corporate Mergers (Boston: Harvard Business School, Division of Research, 1951); 
J. Fred Weston, The Role of Mergers in the Growth of Large Finns (Berkeley and 
Los Angeles: University of California Press, 1955); Federal Trade Commission, Report 
on Corporate Mergers ami Acquisitions (Washington, D.C.: U.S. Government Print¬ 
ing Office, 1955); Ralph L. Nelson, Merger Movements in American Industry, 1895- 
1956 (Princeton, N.J.: Princeton University Press, 1959); Royal Little (Chairman, 
Textron American, Inc.), “Why Companies Sell Out,” Fortune , February, 1956, 
pp. 117 fF. 

34 Corwin D. Edwards, “Economic and Political Aspects of International Cartels,” 
Senate Committee on Military Affairs, Subcommittee on War Alobilization (78th 
Cong., 2nd sess.) Monograph No. 1 (Washington, D.C.: U.S. Government Printing 
Office, 1944), p. 61. There are many other instances of similar agreements quoted in 
this source. 
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to disturb the price situation by stepping up her net exports. As a result of 
these deals, Germany’s share in the world output rose from 13 per cent in 
1933 to 31 per cent in 1938. During the same period the United States’ 
share fell from 27 to 23 per cent. 35 

Price Leadership. Price leadership often prevails when a field of busi¬ 
ness is dominated by one or a few large enterprises. Smaller firms then may 
find it convenient to follow the leader in their price policy. In this they may 
be inspired by fear that independent action would call forth reprisals on the 
part of the leader, or they may find it profitable to seek refuge under the 
“price umbrella” established by him. John R. Hicks, a brilliant British 
economist, once said, “ The best of all monopoly profits is a quiet life.” 
Kxnmplcs of price leadership arc legion. It was found to exist in the steel 
industry, with United States Steel holding the lead, in the tinplate, cement, 
agricultural implements, petroleum, copper, lead, newsprint, paper, and 
glass container industries. 

Price leadership may he the outcome of highly informal arrangements, 
such as, for example, the celebrated “Gary dinners” which took place 
during the early years of the present century. On the occasion of these 
dinners. Judge Gary, the chairman of the board of directors of the United 
States Steel Corporation, joined other leaders of the industry in a friendly 
interchange of ideas designed to bring to an end “unreasonable and destruc¬ 
tive competition.” The success of the dinners can be appraised in the light 
of an inspired ditty turned out by one of the diners: 30 

The melancholy days have gone, 

We’re feeling light and airy, 

We’re not a-cussing anyone 
But just a-blessing Gary. 

Often the arrangements resulting in price leadership arc rather subtle, 
leaving it to the members of the industry" to select market leaders. The latter 
may differ in the various regions of the country in accordance with the local 
or regional strength of the most prominent concerns in the industry. This 
is the situation, for example, in gasoline pricing. Sometimes leadership is 
differentiated productw ise rather than by regions. This has been observed, 
for example, in the chemical industry, where the same company acts as a 
leader with respect to certain products in which its position is an especially 
strong one and as a follower with respect to others. 

Price leadership has been characterized as a feature of well-established 
and mature industries, although others may practice it also. If a rival’s 
reactions can be foreseen—that is, if he will follow' the leader—the business 

35 Charlotte F. Muller, Light Metals Monopoly (New York: Columbia University 
Press, 1946), pp. 144 f. 

30 Cited by Arthur R. Burns, The Decline of Competition (New York: McGraw- 
Hill Book Co., Inc., 1936), p. 78. 
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is freed from many uncertainties. There is some evidence indicating that 
the practice seems to be more conspicuous during periods of rising prices 
than when prices fall. Often the weaker members of an industry are com¬ 
pelled to let their prices go down ahead of the stronger member, who in 
such a situation might become their follower rather than stay as a leader. 

Price leadership has, on occasion, been defended as being productive of 
the very situation which is said to be the characteristic of competitive 
industry: uniformity of prices. Obviously, however, the uniform price 
brought about by price leadership is the result of a decision not to compete 
rather than of competition. 

Price Discrimination . Price discrimination is a manifestation of mo¬ 
nopoly power but not necessarily of size. It occurs when various buyers 
of the same class of commodity or service are charged different prices. 
There may be discrimination against certain types of users of the corh- 
modity, or against buyers who purchase only small quantities, or against 
those who are located at certain places. Price discrimination can be prac¬ 
ticed only if the markets in which the various transactions take place 
are separated from each other. The product that is sold must be of such 
nature that the purchaser in whose favor discrimination operates cannot 
easily resell it. Discrimination is profitable to the seller if he charges a high 
price in the market where demand is least elastic and a low price to those 
buyers whose demand is more elastic. 

A number of instances of differential pricing have come to be accepted 
by the public and are not considered obnoxious. During the operation of the 
food stamp plan the federal government itself caused, in effect, a reduction 
of the prices charged to the poor below the general level. Physicians often 
charge fees that are differentiated according to the patient’s income. Rates 
of public utilities vary with the users and the quantities purchased. Milk is 
sold at a higher price to the consumer than to the processor who manu¬ 
factures butter and cheese. Railroad rates are differentiated on the basis of 
complicated schemes, with such criteria as the length of the haul, the direc¬ 
tion, and the bulk of the freight. In some of these examples, price or rate 
differentials correspond fully to differences in marginal cost. Such cases 
are not regarded as discriminatory. 

Sometimes it is found that the domestic market is less elastic than the 
foreign, where competition may be more active. Price discrimination in 
favor of the foreign purchaser, practiced under such circumstances, is 
called dumping. The exportation of commodities at prices below those 
charged in the home market is occasionally encouraged by public policy. A 
case in point is the subsidization of cotton exports by the United States. 

In a few instances, price discrimination may facilitate a more eco¬ 
nomical scale of operations with the result that the higher ones of the dis¬ 
criminatory prices are still lower than a uniform price could be in the 
absence of discrimination. This is one of the factors which explain the toler- 
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ation or encouragement of certain types of price discrimination by the 
public. 

Price discrimination may not only be used by established monopolists, 
but it may also serve as a weapon in the fight for the attainment of 
monopoly power. In this role it has been prominent in the past, when 
conditions were more unsettled and the positions of great concerns had 
not yet been consolidated. Competitors were ruined by price wars in 
which the aggressor charged disastrously low prices to the customers of 
the victim. In another form, price discrimination was practiced by charg¬ 
ing prospective competitors prohibitive prices for indispensable raw ma¬ 
terials. Under still other conditions, aspirants for monopoly power saw to 
it that rivals had to pay discriminatory charges for services which they 
themselves obtained at discounts. American industrial history is character¬ 
ized by many instances of this kind, which were often the first step in a 
distinguished business career. 

The basing-point system of pricing is a form of geographical price 
discrimination that has done much to retard the economic development 
of the South and the West. This system was practiced by the steel industry 
for many years, and similar systems of “delivered'’ prices were applied by 
the cement and a number of other industries. Originally the basing-point 
system was based on the price of steel in Pittsburgh, which, plus freight 
from Pittsburgh to destination, was charged to every purchaser of steel in 
the country, regardless of where he was located and where he bought his 
steel. Under this arrangement, which was referred to as “Pittsburgh-plus,” 
the Pittsburgh stcelmasters were able to sell steel in every market of the 
country at the same price which a producer located in the vicinity of the 
user w ould have charged. Public policy was instrumental in pressing for 
the abandonment of this system some decades ago, when it was replaced by 
a system of multiple basing points. These were located in various regions 
of the country, and their number gradually increased to ninety. Any pur¬ 
chaser of steel, w herever he may have been located, was charged the lowest 
sum of tw o components: a basing-point price and freight charge from the 
basing point to destination. The uniform price which producers charged 
under this arrangement eliminated the natural advantages which go with 
proximity of location. Buyers had no inducement to purchase from nearby 
mills, since the delivered cost of the product, when bought from these, was 
as high as the delivered cost of products bought from distant suppliers. 
The delivered price was such as to enable the nearby seller to reap 
“phantom freight,” w hereas a distant seller had to “absorb” freight. 

Eventually the Supreme Court held that the delivercd-price system 
employed in the cement industry w as an unfair trade practice which the 
Federal Trade Commission might suppress. 37 In the summer of 1948, 


37 Federal Trade Commission v. Cement Institute , 333 U.S. 683 (1948). 
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shortly thereafter, the United States Steel Corporation announced that its 
steel-producing subsidiaries would abandon the basing-point system of 
delivered prices and shift to an F.O.B. system. This was followed bv similar 
announcements of other leading steel producers. Efforts were undertaken, 
however, to impress Congress with the need for legislation legalizing the 
basing-point system. A bill, permitting a seller, “acting independently, to 
quote or sell at delivered prices or to absorb freight,” was passed bv Con¬ 
gress but vetoed by the President, because legislation such as this would be 
liable to encourage individuals to resume the unfair trade practices. Indeed 
the revised pricing practices now prevailing in various industries are in their 
substance not significantly different from the outlawed basing-point system. 
In the aluminum industry, for example, firms label their sales as F.O.B. 
shipping point, but actually this designation only refers to the transfer to 
the buyer of the risk of loss in transit, not to the method of calculating 
the price, which resembles a delivered one. 38 In the steel industry it has 
become a common practice for each geographically separate mill to quote a 
local F.O.B. price for nearby sales and then to reduce its mill-net price on 
distant sales (by absorbing freight) to meet the delivered prices of distant 
sellers. When a seller shrinks his mill-net price to match the delivered price 
of another mill, he actually is quoting a “combination price,” which is the 
sum of ( a) the base price of another mill plus ( b ) the freight from that mill 
to the buyer’s destination. This is the essence of basing-point pricing, w hich 
has been resuscitated in the described fashion. Nobody can say whether it 
will be allow ed to stay. 

The elimination of outright basing-point pricing might have far- 
reaching consequences on the location of industries. The old, established 
centers of steel production may find themselves at a disadvantage, since they 
produce steel in excess of regional fabricating requirements. Already they 
are reported to have launched drives to attract more fabricators. The steel 
industry might find greater decentralization advantageous, a trend w hich 
is supported also by technological factors and w hich since mid-1948 has led 
to the installation of new steel production facilities near the consuming 
markets rather than in the vicinity of the sources of raw' materials. The old 
centers of steel production find themselves threatened also by the shifts 
due to growing reliance on iron ore imports from new sources in Canada 
and from South America. 

These changes, in conjunction with the ill repute of outright basing- 
point pricing, begin to have their effects. For many years. United States 
Steel’s principal steel production facilities in the East were located in the 
Pittsburgh region. In 1949, plans were made public calling for the construc¬ 
tion of a large steel mill in A4orrisville, Pennsylvania, in the vicinity of 

;iH “Aluminum Industry,” Hearings before the Subcommittee No. 3 of the House 
Small Business Committee, 85th Cong., 1st and 2nd scss. (Washington, D.C.. U.S. Gov¬ 
ernment Printing Office, 1958), pp. 52 f. 



374 CURRENT ECONOMIC PROBLEMS 

Trenton, New Jersey. This new plant enables United States Steel to com¬ 
pete in the Eastern seaboard under a system of F .O.B. pricing, much more 
so than this was possible when steel had to be shipped from Pittsburgh or 
Youngstown. Freight charges for steel shipped from Pittsburgh to New 
York are almost three times those from Morrisville to New York; charges 
for shipments from Pittsburgh to Philadelphia are almost five times those 
from Morrisville to Philadelphia. 

The rising prominence of new regions in steel production is illustrated 
also by the expansion of the facilities of Bethlehem Steel in Johnstown, 
Pennsylvania; Sparrows Point, near Baltimore, Maryland, the second 
largest steel mill of the world; and Buffalo, New York, where also the Ford 
Motor Company is constructing a plant to utilize nearby sources of steel. 
National Steel has located a mill near Camden, New Jersey. The eastward 
movement of the steel industry, it is hoped, will eventually also bring a steel 
mill to New England. 

ANTITRUST AND RELATED LEGISLATION 

The American people have at all times watched the concentration of 
economic pow er with apprehension and distrust. 'Throughout the years the 
platforms of both parties have contained resounding denunciations of 
monopoly and monopoly power. Books are published every year, calling 
for decentralization of business or for the placement of a ceiling on its size. 
The spirit of a large sector of the American public is well illustrated by the 
title of one of Justice Brandeis’ books. The Curse of Bigness. However, in 
spite of all protestations and measures of public policy, the evidence 
assembled in the preceding pages demonstrates an enormous advance in the 
concentration of economic control. In part this reflects the simultaneous 
diffusion of wealth. Corporate business has facilitated a wide distribution 
of ownership in the form of stocks, but it has also relieved the owners from 
responsibility and control. 

Those w ho plead for decentralization and limitation of size tend to 
forget that the elimination of monopoly and oligopoly would often entail 
the surrender of the advantages of scale—not necessarily of the scale of a 
single plant, how ever. In many instances the alternative choice is not one 
between oligopoly or competition among the same concerns, but betw een 
oligopoly among a few 7 large, efficient enterprises or competition among a 
multiplicity of small, less efficient units. If the difference in efficiency is 
small, consumers arc likely to benefit more from the more competitive 
situation. If firms are monopolistic the economies of large-scale production 
are not always passed on to the consumer in the form of lower prices. 
Hence, only if centralization entails large differences in efficiency is the 
consumer apt to benefit from it. In those cases the plea for breaking up 
corporate empires w ould have to be based on extraeconomic considerations. 
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Economic losses would have to be weighed against political and other gains 
derived from dispersion of power. 

Aid to Small Business. In a positive, but not overlv effective fashion, 
some public policies aim at the direct support of small business. In the past, 
such support was provided in a less-systematic fashion but with great 
success in individual cases, eliminating monopoly and reducing concentra¬ 
tion in certain key industries. The Reconstruction Finance Corporation, a 
federally owned organization, facilitated the entry of new firms into alu¬ 
minum, steel, and automobile production. Its successor, the Small Business 
Administration, has a comprehensive program of aid to small business as 
defined above, p. 351. It renders assistance in obtaining government con¬ 
tracts, aids the management of small firms through education and advice, 
provides funds for regional and local development, and grants short-term 
loans at a maximum interest rate of 5% per cent to small business. The 
lending capacity of the Small Business Administration has been raised from 
time to time, and from 1953 to 1960 the total amount of its loans came close 
to $1 billion, distributed among some 20,000 firms. Since 1958 a program 
facilitating long-term loans to small businesses has been under way, with the 
Small Business Administration licensing so-called “small business invest¬ 
ment companies” and granting loans to them. After two years some 80 of 
such companies have been established, the great bulk by banks and other 
financial institutions, and they have invested about $ 10 million in small firms. 
The small business investment companies and their stockholders enjoy 
certain tax privileges, and so docs small business in general under legislation 
approved in 1958. 

Apart from this, there is a well-established program of government 
action against monopolies and monopolistic combinations, which during 
the long years of its existence has eliminated some of the most obnoxious 
manifestations of monopoly power. The relevant acts are the Sherman Act 
of 1890, the Clayton Act of 1914, and the Federal Trade Commission Act 
of the same year. 

The Sherman Act. The Sherman Act of 1890 declares illegal “every 
combination in the form of trust or otherwise, or conspiracy, in restraint 
of trade or commerce among the several States, or with foreign nations,” 
and threatens a violator with punishment. It also imposes penalties on 
“every person who shall monopolize, or attempt to monopolize, or com¬ 
bine or conspire with any other person or persons, to monopolize any 
part of the trade or commerce among the several States, or with foreign 
nations.” Two unlawful situations are thus distinguished: combinations 
in restraint of trade and attempts to monopolize. 

Since the Act has been in force over a period of more than seventy 
years, its interpretation must proceed on the basis of the numerous cases 
heard by the Supreme Court. Even so, it is not easy to determine exactly 
the scope of the two concepts formulated by the Sherman Act. Restraint of 
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trade is generally considered the more inclusive term; it applies to combi¬ 
nations of independent concerns, while the “attempt to monopolize” 
primarily refers to mergers and consolidations. Monopoly, in the context 
of the law, is considered to be a species of restraint of trade.* 9 

Originally the Supreme Court had given the Act an extremely restric¬ 
tive interpretation. In the first antitrust case to reach the tribunal, it had 
held that manufacturing combinations did not violate the Act as the latter 
applied only to “commerce.” 40 This view did not persist, however. 

In language of the Act, “every” combination in restraint of trade is 
unlawful. Hut in subsequent decisions, it was held that restraint of trade at 
common law referred only to unreasonable restrictions of competition as 
applied to mergers: a reasonable restraint was no restraint at all. This 
interpretation was applied to the statute; it is known under the name of 
“rule of reason.” 41 

The rule of reason notwithstanding, price-fixing agreements generally 
are considered unlawful, even though the price thus determined might be 
reasonable. 4 - Manipulation of the market price is illegal, whether it is done 
by buyers or by sellers, and whether it aims at higher or lower prices. 43 
Illegal also are agreements designed to control output 44 or to divide the 
market. 43 The collection and dissemination of trade statistics by trade 
associations may violate the Sherman Act if such activities result in adher¬ 
ence to filed prices. 40 

It was held some years ago in a famous decision that the mere size of a 
corporation docs not entail a violation of the Act and that the existence of 
uniform prices or of price leadership does not in itself constitute an of¬ 
fense. 47 The antitrust laws thus did not bar one of the most common 
monopolistic practices, unless there was overt collusion. On the whole the 
Sherman Act, as interpreted in the older decisions of the courts, was more 
concerned with the improper exercise of monopoly power than with its 
mere existence. 48 In the decisions of merger and consolidation cases, the 
clement most emphasized was the intent to monopolize. 49 

A few court decisions passed in recent years may possibly widen the 
scope of the Sherman Act. In a case decided by a Circuit Court of Appeals 
the dictum that size is not an offense w as, in effect, reversed. The Court 

;iU United States v. Socoiiy-Vacuum Oil Co ., 310 U.S. 150 (1940). 

40 United States v. E. C. Knight Co., 196 U.S. 1 (1895). 

41 Standard Oil Co. of New Jersey v. United States, 221 U.S. 1 (1911); United 
States v. American Tobacco Co., 221 U.S. 106 (1911). 

4 - United States v. Trenton Potteries Co., 273 U.S. 392 (1927). 

43 Swift & Co. v. United States, 196 U.S. 375 (1905). 

44 American Column Lumber Co. v. United States , 257 U.S. 377 (1921), 

45 Addyston Pipe & Steel Co. v. United States, 175 U.S. 211 (1899). 

40 United States v. Sugar institute, Inc., 297 U.S. 553 (1936). 

47 United States v. United States Steel Corp., 251 U.S. 417 (1920). 

4lS United States v. International Harvester Co., 274 U.S. 693 (1927). 

49 Standard Oil Co. of New Jersey v. United States, 221 U.S. 1 (1911). 
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held that a company which manufactures or sells over 90 per cent of a 
commodity has monopoly power within the meaning of the Sherman Act, 
even though it may not abuse such power. In a case such as this, monopoly 
power and its exercise coalesce. 50 This decision was approved by the Su¬ 
preme Court when this tribunal, in another case, held three leading tobacco 
companies guilty of monopolization on the basis of their power and intent 
to exclude competitors, regardless of actual exclusion. 51 

An intent of this sort, the Court held in another case, is a significant 
test of the violation of the law only when the actual exclusion of other 
business firms is not achieved. When monopoly results from the acts done 
by the monopolist, the intent is inferred. 5 - The Court also has said that the 
defendant’s share of the market is not an exclusive test of his power to 
exclude to competitors. There may be other tests based on strategic factors 
peculiar to a given market. 53 For example, in a case in which a group of 
refiners had acquired control over commerce in sugar beets grown in a part 
of northern California, the Court disregarded the question of the refiners’ 
percentage control over the nation’s sugar beets—which would have been 
less than 25 per cent or thereabouts—as being irrelevant “so long as control 
is exercized effectively in the area concerned.” 54 

Exemptions from the Sherman Act. A number of transactions and cer¬ 
tain monopolies are exempt from the application of the Sherman Act. 
Specified combinations in the transportation field are legalized if proper 
authorization from the Interstate Commerce Commission has been secured. 
Under the terms of legislation adopted in 1914, labor unions are not to be 
considered illegal combinations in restraint of trade. A similar privilege was 
extended to agricultural co-operatives and other farm organizations. But 
labor unions as well as agricultural organizations are liable to prosecution if 
they conspire with nonexempt groups or coerce them and if this results in 
a trade restraint. The Webb-Pomerene Act of 1918 made it lawful for 
combinations of exporters to restrain trade in foreign markets but provides 
for some measure of supervision of the activities of such combinations. 
The Miller-Tydings Act of 1937 upholds the lawfulness of vertical resale 
price-maintenance agreements, provided they are lawful in the state where 
the resale is to be transacted. 55 Both the Webb-Pomerene and the Miller- 
Tydings Acts have often been exposed to attacks. The former removes the 

50 United States v. Aluminum Company of America , 148 F. (2d) 416 (1945). 

51 American Tobacco Company v. United States , 328 U.S. 781 (1946). These cases 
are discussed in Eugene V. Rostcnv, A National Policy for the Oil Industry (New 
Haven: Yale University Press, 1948) ; Wendell Berge, “Problems of Enforcement and 
Interpretation of the Sherman Act,” American Economic Review , Vol. XXXVIII, 
No. 2 (May, 1948), pp. 172-81. 

52 United States v. Griffith , 334 U.S. 100 (1948). 

53 United States v. Paramount Pictures , 334 U.S. 131 (1948). 

r>4 Mandeville Farms v. Sugar Co ., 334 U.S. 219 (1948). 

».;i K or a more complete discussion of fair trade legislation under the Miller-Tyd¬ 
ings Act, see above, pp. 143 ff. 
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stigma of illegality from exploitation if a foreigner is to he its victim. I he 
principal excuse for the Act is the fact that it seems of limited practical 
importance. 

While not exempt from the antitrust laws in any strict sense, the regu¬ 
lated companies in the field of transportation, communication and public 
utilities—see Chapter 17, below'—arc in a privileged position since they 
frequently have been able to avoid prosecution under the antitrust laws, 
which in principle arc applicable to them. This situation has arisen in con¬ 
sequence of the judicial doctrine of “primary jurisdiction,” under w hich 
the federal courts have frequently refused to decide antitrust suits against 
members of regulated industries , referring instead sue h cases to the regula¬ 
tory agencies for preliminary decision. However, these agencies are not 
primarily concerned with economic concentration. They often act as if 
they were the watchdog of the regulated industry’s interest rather than of 
that of the public, and their record in protecting the public is inferior to 
that of the authorities in charge of the enforcement of the antitrust laws, to 
be considered forthw ith. Hence, the doctrine of primary jurisdiction has 
opened up a dangerous gap in the universal enforcement of the antitrust 
law's, and has created what in its effects comes close to an extralegal exemp¬ 
tion from these laws. In many instances, however, the antitrust authorities 
have successfully challenged under the antitrust laws actions that w ere ap¬ 
proved by the regulatory authorities, although the courts often make them 
w'ait until the latter have acted. 515 

Enforcement of the Sherman Act. Private suits for triple damages may 
be brought by parties injured by violations of the antitrust law's, and many 
such suits are filed every year—more than 1,000 in the six-year period 
from 1951 to 1956. Because of the deterrent value of private recoveries, 
these suits are considered a valuable adjunct of government action, which 
lies w ith the antitrust division of the Department of Justice. Antitrust pro¬ 
ceedings may assume the form of a criminal action or of a civil suit. The 
criminal procedure will be selected if the violator committed a “predatory 
action.” If successful, it results in punishment of the guilty with a fine not 
exceeding $50,000, or imprisonment of not more than a year, or both. The 
civil suit is designed to prevent and restrain violations. The court may either 
issue an injunction restraining the violator from certain acts—if he then 
commits them nevertheless, he becomes guilty of contempt of court—or 

r,fi See “Judicial Doctrine of Primary Jurisdiction as Applied in Antitrust Suits,” 
House Committee on the Judiciary, Staff Report to Subcommittee No. 5, 84th Cong., 
2nd sess. (Washington, D.C.: U.S. Government Printing Office, 1957). In a notable case 
involving the merger of two banks, which had been approved by the Federal Reserve 
Board, the Supreme Court upheld the right of the Department of Justice to start pro¬ 
ceedings under the antitrust laws, notwithstanding the Federal Reserve Board’s ap¬ 
proval of the transaction. See United States v. Firstamerica Corporation , 361 U.S. 928 
(1960). 
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the court may try to “unscramble the eggs” by restoring conditions of 
competition. Such “atomization” of combinations or monopolies gcnerall/ 
is only moderately successful. If the violator is a holding company tin dis- 
tribution of its shares in subsidiary companies among its stockholders r t» elv 
restores competition. Courts have declined to insist on the sale of such rock 
to the public at large. 

Frequently antitrust suits are terminated by a consent decree he result 
of negotiations between the \ttorney General and the defendant, winch 
relieves both parties from the necessity to follow the more elaborate pro¬ 
cedures outlined above. Violation of the consent decree is punishable as 
contempt of court. Consent decrees have occasionally come under fire as 
manifestations of undue favoritism to the defendants concerned. Unlike 
final court decisions of the ordinary variety, they can not be used as prima- 
facie evidence of wrongdoing in supplementary private suits for triple 
damages. 

The number of cases instituted by the antitrust division each year is 
subject to considerable variations. Altogether, 1,468 antitrust suits are re¬ 
corded from 1890 to 1959, more than one-half dating from the last twenty 
years. During the past few' years the number of new r cases was 62 in the 
fiscal year of 1959, 54 in 1958, 55 in 1957, 48 in 1956, and 47 in 1955. The 
all-time peak was reached with 114 cases in 1940, when Thurman Arnold 
was assistant attorney general in charge of the antitrust division. At times, 
the largest corporations have formed a sizable portion of the roster of de¬ 
fendants, but in recent years many suits have been instituted against smaller 
concerns. The number of cases which the antitrust division can take up 
depends upon its appropriation, now in the neighborhood of $5 million a 
year, of which about fl million is recovered through fines. There is an 
average work load of about one hundred pending cases a year, which is 
taken care of by some 250 attorneys and a small number of economists. 
Prosecutions are expensive since they often require elaborate investigations 
and detailed preparation by experts. Many an antitrust suit costs the division 
more than $100,000. The amount of money which some defendants are 
able to disburse in such litigations is often out of all proportion to the re¬ 
sources of the antitrust division. President Theodore Roosevelt’s famous 
trust-busting campaign w'as fought by seven lawyers and four stenog¬ 
raphers. Sometimes the number of attorneys representing large corporate 
organizations is a multiple of the prosecuting staff. In one important case 
the defendant corporation spent the equivalent of the entire annual ap¬ 
propriation of the antitrust division. Greater liberality of appropriations 
might facilitate more vigorous enforcement, provided a sufficient number 
of able attorneys can be found to staff the agency at a salary that reaches 
a top at about $15,000, a small fraction of the amount a good antitrust lawyer 
in private practice can earn. 
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The Clayton Act. The Clayton Act of 1914, designed to implement the 
Sherman Act, has proved relatively ineffective for many years but of late 
has assumed much greater importance. The Act contains numerous pro¬ 
visions that are of no relevance in this context. In the antitrust field, it 
expressly prohibits price discrimination, tying clauses, and exclusive deal- 
ing agreements, if they lessen competition substantially or tend toward 
monopoly. It also contains provisions dealing with holding companies, 
mergers, and interlocking directorates. 

Price discrimination, to begin with, docs not comprise a situation where 
a seller charges his buyers different prices which reflect differences in cost. 
This would make it possible for chain stores and similar establishments 
which purchase goods in large bulk to obtain quantity discounts from their 
sellers. Possibilities of this sort have, however, been curtailed bv the Robin- 
son-Patman Act of 1936, also known as antichain store act, which amends 
the Clayton Act and authorizes the Federal 't rade Commission to place 
limits on quantity discounts. Genuine price discrimination—that is, price 
differentials not based on different costs—is outlawed by the Clayton Act 
when it has the effect of reducing competition substantially, of creating a 
monopoly, or of preventing competition with any person who grants or 
knowingly receives the benefit of such discrimination. In a recent decision 
the Supreme Court, however, has established the rule that it is a complete 
defense for a seller who is charged with price discrimination to show that 
the price differential has been made in good faith to meet the equally low 
price of a competitor/’ 7 In this decision the Court reaffirmed an earlier find¬ 
ing that a seller is not acting in good faith when he simply adopts in toto 
the unlawful pricing system of a competitor. 58 As regards a buyer who is 
charged with forcing a seller to grant him a discriminatory discount under 
threat of withdraw al of business, the burden of proof that the discount was 
discriminatory—that is, not justified by differences in cost—and that the 
buyer w as aw are of the discriminatory nature of the discount has been 
placed on the plaintiff, relieving the accused concern from a laborious de¬ 
fense/ 1 ” Court decisions such as this one and the one in the Standard Oil of 
Indiana case (footnote 57) have made the enforcement of the antidiscrimi¬ 
nation provisions of the Clayton Act a difficult matter. 

The Clayton Act also outlaws tying clauses. Such clauses have been 
found objectionable, especially in the shoe machinery industry. There a 
producer of indispensable equipment refused to sell it, making it available 
only on a rental basis. 'The lease required that the lessee also obtain other 

57 Standard Oil Company of Indiana v. federal Trade Commission 340 US 231 
(1951). 

™ Federal Trade Commission v. A. E. Staley Manufacturing Co., 324 US 746 
(1945). 

Automatic Canteen Company of America v. Federal Trade Commission 346 
U.S. 61 (1953). ’ 
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equipment from the lessor. 00 Exclusive dealing arrangements, under w hicf 
a distributor agrees to handle only the products of a specific manufacturer 
are unlawful, like the tying agreements, only if they, lessen competition 
substantially or tend toward monopoly. Thus, if sellers arc numerous the 
practice would not seem to violate the law. Exclusive dealing arrangei lcnts 
between a manufacturer and independent dealers often are an altcrnati\c 
to the manufacturer’s taking over the retail outlets and having ’. av. oper¬ 
ated by the dealers as his agents. In this case, their dependence upon the 
manufacturer would, presumably, be still more pronounced than under 
exclusive dealing arrangements. I lowevcr, in a recent decision the majority 
of the Supreme Court outlawed exclusive supply contracts made by an oil 
company and independent gasoline dealers. This decision is likely to be a 
two-edged sw ord, since it enables the company, in the opinion of a minority 
of the Court, to establish “service station empires” with the help of the 
agency device. 01 

The Act imposes restrictions on interlocking directorates, provided the 
business of the interlocked companies is such that “the elimination of com¬ 
petition by agreement betw een them” would constitute a violation of the 
antitrust laws. This provisions has had little effect. It does not restrain a 
person from owning stocks of competing corporations, or from being 
a director of one and an officer of another, or from holding a controlling 
interest in one and being the director of another. As the Federal Trade 
Commission has observed, “the rule docs not apply to interlocking directo¬ 
rates among small corporations. It leaves unchallenged interlocking direc¬ 
torates between corporations, both large and small, that have not been 
competitors in the past but might become so in the future; between cor¬ 
porations that are related to each other as seller and buyer; and between 
industrial and commercial corporations and financial institutions or com¬ 
mon carriers. The reduction of competition that exists or has existed be¬ 
tween relatively large interlocked corporations is the only danger that the 
rule seeks to avert.” 02 

Mergers under the Clayton Act. Corporate acquisitions of other com¬ 
panies’ stocks are likewise outlawed by the Clayton Act, and the same 
reservation w hich is found in the other provisions—substantial reduction 

00 United States v. United Shoe Machinery Co. et al., 247 U.S. 32 (1918); United 
Shoe Machinery Co. et al. v. United States , 258 U.S. 452 (1922); Henry v. A. B. 
Dick Co., 224 U.S. 1 (1912). 

01 Standard Oil Company of California v. United States , 337 U.S. 293 (1949). On 
related matters see also Vernon A. Mund, “The Right to Buy—and Its Denial to Small 
Business,” Report prepared for the Senate Committee on Small Business, 85th Cong., 
1st sess., Senate Document No. 32 (Washington, D.C.: U.S. Government Printing 
Office, 1957). 

62 Federal Trade Commission, Report on biterlocking Directorates (Washington, 
D.C.: U.S, Government Printing Office, 1951), p. 10. 
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of competition or monopolistic tendency—is attached also to this one. 63 
The prohibition (Section 7) remained a dead letter until the late 1950’s but 
in recent years it has become the basis for vigorous and successful antitrust 
action. The provision was ineffective for so long because, once a corpora¬ 
tion has bought the stock of a competitor and has used its control by trans¬ 
ferring to it the competing corporation’s assets, the Supreme Court was 
apt to order merely that the companv divest itself of its valueless holdings 
of the acquired stock. 61 In the light of this interpretation, a holding com¬ 
pany could easily evade the purpose of the law. Moreover, until 1950, an 
interested party could still attain the desired concentration by the outright 
purchase of another corporation’s assets instead of acquiring its stock. Such 
purchases of assets were included in the prohibition of the Clayton Act 
only in 1950, when Congress passed the Celler-Kcfauvcr Act amending the 
Clayton Act. 

The antimerger provisions of the Clayton Act assumed overw helming 
importance in 1957 w hen the Supreme Court applied it to the Du Pont 
Company’s acquisition, some 40 years earlier, of 23 per cent of the stock 
of General Motors. 65 The significance of this decision arises from three 
factors. First and foremost, it means that the antitrust authorities can look 
into stock acquisitions that have happened many years ago without at that 
time having tended to lessen competition. This possibility will enforce 
restraint upon companies that intend to merge or acquire other companies’ 
stock. Second, in this decision Section 7 of the Clayton Act was for the 
first time applied to a vertical combination between a supplier and a cus¬ 
tomer rather than to a horizontal one betw een two competing firms. Ver¬ 
tical combinations had specifically been included in the prohibition of 
Section 7 by the 1950 amendments to the Clayton Act, the belief having 
been widespread that the original act did not cover them. Third, the Court 
held that the “relevant market” with respect to the lessening of competition 
was the automobile industry’s demand for paint and fabric, although it con¬ 
stitutes only a small part of the total demand for these products. 

Section 7 w as tested again in the follow ing year in a case involving the 
intended merger of the country’s second and fifth largest steel producers, 
a case that in terms of assets involved was the largest antimerger suit ever 
brought under this law. Here the antitrust division won in the District 


63 There are special laws designed to cope with concentration in banking, which 
has become more pronounced lately. In 1956 there was passed the Bank Holding Com¬ 
pany Act and in 1960 the Bank Merger Act. If the surviving institution is a national 
bank, the merger requires approval of the Controller of the Currency, who must seek 
advice on the competitive aspects of the acquisition from the Federal Deposit Insurance 
Corporation, the Federal Reserve Board, and the Attorney General. In addition there 
may be required the approval of the state banking authorities. 

64 Federal Trade Commission v. Western Meat Co.; Thatcher Mfg. Co. v. Federal 
Trade Commission; S-ivift & Co. v. Federal Trade Commission , 272 U.S. 554 (1926). 

65 United States v. E. /. Du Font de Nemours and Company , 353 U.S. 586 (1957). 
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Court, and no appeal was launched. 00 Since then the antitrust division has 
initiated a more comprehensive program of prosecutions under Section 7. 
The issues involved in merger cases are more clear-cut, and they are nu re 
easily tried, than the more complex proceedings unc^er the Sherman Act. 
Ten suits were started under Section 7 in 1959, more than ever be fir t. 07 

The Federal Trade Commission Act of 7974 , Prosecutions under the 
Sherman Act are under the jurisdiction of the Department of Fistic 0 . Anti¬ 
trust work under the Clayton Act is carried on also by the Department of 
Justice as w ell as by the Federal Trade Commission. Under the Federal 
Trade Commission Act of 1914, the Commission is given the additional 
function of prosecuting “unfair methods of competition,” that is, in the 
main, deceptive practices. The Commission devotes about 60 per cent of 
its resources to the latter function, and 40 per cent to antitrust w r ork. 

Although deceptive practices, mainly in the form of false advertising 
and fictitious price claims, constitute the principal cases prosecuted as un¬ 
fair methods of competition, the Commission also has found fault with 
such practices as lotteries, commercial bribery, and oppressive tactics ap¬ 
plied to competitors—disparagement, espionage, inducement to contract 
violations, threats of litigation made in bad faith, etc. 

The agency’s Bureau of Economics has prepared numerous studies and 
surveys w hich often have provided guidance for the work of the Commis¬ 
sion. The latest of these studies is a comprehensive investigation of food 
distribution, made public in 1960. This study reveals that 100,000 single¬ 
unit grocery stores have gone out of business from 1948 to 1958, and that 
the share of corporate food chains in the industry’s sales has risen from 29 
per cent to 38 per cent during the same period. Sixty per cent of this grow th 
w as the result of the opening of new' stores, 20 per cent came from buying 
out other retailers, and another 20 per cent from increasing sales of stores 
already in operation. 

In line with the policy of the antitrust division, the Commission has in 
recent years given increasing attention to corporate mergers and acquisi¬ 
tions under Section 7 of the Clayton Act. The Commission makes a system¬ 
atic study of newspapers, trade journals, and other sources of information, 
and extracts information concerning mergers from them. The relevant data 
for each merger are assembled and each case so recorded—about 1,000 per 
year—is examined by project attorneys who decide whether further in¬ 
vestigation is warranted. The Commission sponsors a premerger clearance 
procedure, under which interested parties may secure information as to 


60 United States v. Bethlehem Steel Corporation and The Youngstown Sheet and 
Tube Company , 168 F. Supp. 576 (S.D. N.Y. 1958). 

67 For interpretive comment on this, see “Mergers on Trial,” Economist , February 
20, 1960, pp. 747 If.; Richard Austin Smith, “What Antitrust Means under Mr. Bicks,” 
Fortune , March, I960, pp. 120 ff.; David Dale Martin, Mergers and the Clayton Act , Dos 
Angeles, Calif., University of California Press, 1960. 
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whether the consummation of the merger would result in further action by 
the Commission. There were 22 merger cases in litigation in 1959. 

If the Commission observes an unlawful act, it will seek to obtain volun¬ 
tary compliance with the law or start a procedure culminating in the issue 
of a cease-and-desist order. Such an order may be appealed within 60 days. 
If no court review is sought within this period, the order becomes final and 
violators are subject to penalties up to $5,000 for each violation. In cases 
relating to misleading advertising of food, drugs, and cosmetics, the ordi¬ 
nary procedure before the Commission may be supplemented by criminal 
suits and injunctions. 

Since the regular proceedings before the Commission take much time 
and effort , additional methods were developed over the years, designed to 
expedite the work of the agency. Enterprises that are cited for unlawful 
acts may sign a so-called “stipulation,” promising the discontinuation of 
the censured practice. Still another device is the trade-practice conference, 
in which rules of fair competition are formulated by the representatives of 
a specific industry. 

The effectiveness of the work of the Federal Trade Commission is 
hampered by the lack of adequate machinery to check on the compliance 
with its decisions. There are outstanding hundreds of trade-practice rules, 
and many thousands of stipulations and cease-and-desist orders. In most of 
these cases the Commission does not know with any degree of certainty 
whether there is continued compliance. Checks are made only on receipt 
of complaints from the outside. 

The Commission is a quasi-judicial tribunal, composed of presidential 
appointees. It has some 700 employees, about the same number it had in 
1918. Annual appropriations are some $7.5 million, $3 to $7 million less than 
it has on occasion requested. Its procedures have in the past often been 
criticized as overly lenient. Trade-practice conferences may easily turn into 
a cloak for collusive action. As their resolutions are not mandatory upon 
the members of the industry, the usefulness of this institution may well be 
in doubt. 

Current Legislative Proposals. The most comprehensive congressional 
investigation of the concentration of economic power was sponsored in 
1938, w hen Congress passed a joint resolution creating the Temporary Na¬ 
tional Economic Committee. The work of this body, which was headed by 
Senator Joseph C. OWlahoncy from Wyoming, included extensive Hear¬ 
ings and a series of Monographs prepared by various government agencies. 
In its Final Report, which still makes worthwhile reading, the Committee 
formulated a number of recommendations designed to stem the tide of 
economic concentration. Other pertinent recommendations have been in¬ 
corporated in various bills introduced in Congress. Also important work 
is being done by the Small Business Committee of the House of Represen¬ 
tatives, headed by Wright Patman, the Small Business Committee of the 
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Senate, headed by John Sparkman, and by the Subcommittee on Antitrust 
and Monopoly of the Senate Committee on the Judiciar/, headed by Estes 
Kefauver. The following is a survey of the more prominent proposals: 

1 . Effective restrictions on interlocking directorates. 

2. Effective prohibition of the basing-point system. 

3 . Reform of the patent law. 

4. Federal incorporation of corporations doing interstate business. 

5. Repeal of the Webb-Pomerene Act. 

6 . Effective regulation of trade associations. 

7. Advance notification of intended mergers ar.d stock acquisitions to gov¬ 
ernment authorities. 

8 . Advance notification of intended price changes where prices are “ad¬ 
ministered.” 

9. Increased appropriations for the antitrust division of the Department of 
Justice and the Federal Trade Commission. 

These and related proposals deserve indeed the serious attention and 
study of all citizens concerned about the growth of economic concentra¬ 
tion and desirous of saving the American system of free enterprise. The 
restraint which the Clayton Act places on interlocking directorates is en¬ 
tirely inadequate, the more so since this form of control has come to be 
extremely important. There is much to be said in favor of patent law re¬ 
form; existing weaknesses have been pointed out on page 54, above. The 
basing-point system of pricing is wasteful and has retarded the economic 
development of the South and the West. Federal incorporation of corpora¬ 
tions engaged in interstate trade might terminate the competition in laxity 
now prevailing among various state laws. The other proposals are self- 
explanatory in the light of the preceding discussion. 

A number of measures have strengthened the forces of competition 
during the last few years. Among these, there stand out the Celler-Kefauver 
amendments of 1950 to the Clayton Act, restricting the acquisition of cor¬ 
porate assets by other corporations; a 1955 amendment to the Sherman 
Act, increasing fines from $5,000 to $50,000; a 1959 amendment making 
Federal Trade Commission orders in antitrust cases final after 60 days; the 
Supreme Court decision of 1957 in the Du Pont-General Motors case; and 
the establishment of the Small Business Administration with its various aids 
to small enterprise. 

There are those who wish to amend the antitrust laws and replace the 
present criteria of lawful market behavior by the vague and untested no¬ 
tion of “effective competition.” 08 But as Justice Learned Hand has pointed 
out, “to condemn only those monopolies which could not show that they 
had exercised the highest possible ingenuity, had adopted every conceivable 

08 Effective Competition,” Report to the Secretary of Commerce by His Business 
Advisory Council (Washington, D.C.: U.S. Government Printing Office, 1952). 
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improvement, stimulated every possible demand . . . would imply constant 
scrutiny and constant supervision, such as courts are unable to provide.” 60 
The variety of content which different students of this matter have be¬ 
stowed upon the concept of effective competition—as explained above, 
page 362 —makes it a particularly inept test of lawful action. Congress, 
Justice Learned Hand pointed out further, “did not condone ‘good trusts’ 
and condemn ‘bad’ ones; it forbade all.” In the absence of new legislation 
the door, thus, is closed to any attempt to admit effective competition as a 
criterion of lawfulness that w ill stand up before the courts. 

While our antitrust laws have not prevented the concentration of eco¬ 
nomic power, there is no doubt that in their absence concentration would 
be much more pronounced. The philosophy underlying our antitrust laws 
has inspired other countries to pass legislation with similar objectives. An 
example is Britain’s “Monopolies and Restrictive Practices Act” of 1948 
and her “Restrictive Trade Practices Act” of 1956. While in our own 
country most interest has been expressed in strengthening the existing anti¬ 
trust laws, there are some thoughtful students who propose more far-reach¬ 
ing reforms, a new law, for example, to prevent “unreasonable market 
power,” with a special court to handle litigation, and an “Industrial Re¬ 
organization Commission” in charge of enforcement. 70 In this view, which 
as vet has not been tested by discussion, it is market power that should be 
the controlling criterion of antitrust action, replacing the multiplicity of 
complex criteria that have evolved in the court decisions of 70 years. 

Other students of our corporate system emphasize its divorcement of 
property from power. As property lias become fairly widely diffused, 
pow er has become more highly concentrated. Its relative freedom from 
control by the ow nership interest and by the forces of a competitive mar¬ 
ket—a freedom that is further enhanced by reliance upon internal sources 
of funds, as pointed out in Chapter 4—poses the burning problem of the 
day. Public regulation and antitrust action is one method of harnessing this 
power. Another might be an effective “public consensus” that enforces 
socially responsible business behavior, a modern version of the “Lords 
Spiritual” who in ancient times checked the power of the “Lords Tem¬ 
poral.” Awareness of the threat of concentration and an enlightened citi¬ 
zenry are the first requirements for making the American system account¬ 
able to such a tribunal, which would be formed by the leading specialists, 
university teachers, journalists, politicians, and other molders of public 
opinion. 71 These thoughts may sound utopian. On reflection, however, it 

00 United States v. Aluminum Co. of America , 148 F. (2d) 427 (1945). 

70 Curl Kaysen and Donald F. Turner, Antitrust Policy : An Economic and Legal 
Analysis (Cambridge, Mass.: Harvard University Press, 1960). 

71 See A. A. Berle, Jr., Power Without Property (New York: Ilarcourt, Brace & 
Co., 1959); the same, Economic Power and the Free Society (New York: Fund for the 
Republic, 1957). For a critical discussion, see “Have Corporations a Higher Duty Than 
Profits?” Fortune , August, 1960, pp. 108 ff. 
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will become clear that they contain a program for the future as well as a 
description of what constitutes reality already in our time. Business policies 
must conform not only to the positive law of the land but also to the public 
consensus, which will enforce its will by pressing for public action in the 
form of new legislation, court decisions, or other intervention. To make 
this public consensus better informed and more articulate is the duty of 
every one of us. 

SUMMARY 

Freedom of enterprise and the free market are threatened by the or¬ 
ganization of modern large-scale business. In most lines of economic ac¬ 
tivity, corporations, especially large ones, do the bulk of all business. The 
growth of the business unit is due to economies of scale as well as to public 
policies. 

The concentration of economic power manifests itself in the form of 
monopolies, monopolistic combinations, and oligopolies. Attempts to cope 
with the decline of competition by means of antitrust legislation have been 
moderately successful. We need increased vigilance to preserve free enter¬ 
prise in the face of rising concentration. 
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liam A. Carter, Corporate Concentration and Public Policy , 3rd ed., New York, 
Prentice-Hall, Inc., 1959; Edward S. Mason, Economic Concentration and the 
Monopoly Problem , Cambridge, Mass., Harvard University Press, 1957, a col¬ 
lection of essays by an outstanding authority. For another collection of articles, 
by various authors, see Richard B. Heflebower and George W. Stocking, eds., 
Readings in Industrial Organization and Public Policy , Homewood, Ill., Richard 
I). Irwin, Inc., 1958. A valuable symposium is Business Concentration and Price 
Policy, a Conference of the Universities-National Bureau Committee for Eco¬ 
nomic Research, Princeton, N.J., Princeton University Press, 1955. Other, more 
specialized works include Walter Adams and Horace M. Gray, Monopoly in 
America: The Government as Promoter, New York, Harper & Bros., 1955; 
Donald Dewey, Monopoly in Economics and Law, Chicago, Rand McNally & 
Co., 1959; A. G. Papandreou and J. T. Wheeler, Competition and Its Regulation, 
New York, Prentice-Hall, Inc., 1954; Joseph W. Burns, A Study of the Anti¬ 
trust Laws, New York, Central Books, 1958; G. E. and Rosemary D. Hale, 
Market Power: Size and Shape Under the Sherman Act, Boston, Little, Brown 
& Co., 1958; Milton Handler, Antitrust in Perspective, New York, Columbia 
University Press, 1957; Corwin D. Edwards, The Price-Discrimination Law, 
Washington, D.C., Brookings Institution, 1959 (a discussion of the Robinson- 
Patman Act); Simon N. Whitney, Antitrust Policies: American Experience in 
Twenty Industries , 2 vols., New York, Twentieth Century Fund, 1958; and, 
with important reform proposals, Carl Kaysen and Donald Turner, Antitrust 
Policy, Cambridge, Mass., Harvard University Press, 1960. 

Important studies of the market position of single industries and firms, pub¬ 
lished in recent years, include Richard B. Tennant, The American Cigarette 
Industry , New Haven, Conn., Yale University Press, 1950; Harold C. Passer, 
The Electrical Manufacturers, 1 SI5-1900, Cambridge, Mass., Harvard Univer¬ 
sity Press, 1953; Carl Kaysen, United States v. United Shoe Machinery Corpora¬ 
tion: An Economic Analysis of an Antitrust Case, Cambridge, Mass., Harvard 
University Press, 1956; Jesse W. Markham, The Fertilizer Industry: Study of an 
Imperfect Market, Nashville, Tenn., Vanderbilt University Press, 1958; M. A. 
Adclman, A and P: A Study in Price-Cost Behavior and Public Policy Cam¬ 
bridge, Mass., Harvard University Press, 1959; Melvin G. de Chazeau and Alfred 
E. Kahn, Integration and Competition in the Petroleum Industry, New Haven 
Conn., Yale University Press, 1959. A list of the various studies of the Federal 
Trade Commission since 1915 is appended to the Annual Report of the agency 
published by the U.S. Government Printing Office, Washington, D.C., every 
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year. A “Study of the Antitrust Laws,” 8 vols., was undertaken in 1955 by the 
Senate Subcommittee on Antitrust and Monopoly (84th Cong., 1st sess.). Parts 
6-8 have the General Motors Corporation as their subject. The same subcom¬ 
mittee began in 1957 an elaborate investigation of “Administered Prices,” of 
which Vol. 17 was published in 1960 (85th Cong., 1st sess., 1957, to 86th Cong., 
2nd sess., 1960), all by the U.S. Government Printing Office, Washington, D.C. 
The steel, automobile, drug, and other industries formed the subject matter of 
this study, as did the general significance of administered prices. See especially 
Part 1 (1957) for background data, Parts 9 and 10 (1959) on inflation, and Part 
11 (1959) on price notification legislation. Also the Subcommittee’s Reports on 
Administered Prices: Steel and Automobiles , 85th Cong., 2nd sess., 1958. 


STUDY QUESTIONS 

1. What are some definitions of small business? 

2 . Approximately how many people work for business firms with 500 and 
more employees? 

3. How concentrated is the ownership of shares of stock? 

4. What evidence is there for increasing concentration of economic power? 

5. What are the principal findings of the study by Berle and Means? 

6. What are the principal factors accounting for the economic advantages of 
size? 

7. Which of these advantages are derived from the size of the plant, and which 
from the size of the firm? 

8. Which type of oligopoly situation is not effectively controlled by the anti¬ 
trust laws? 

9. What was Schumpeter’s view about monopoly? 

10. What arc the weaknesses of the theory of countervailing power? 

11. What are the natural monopolies? 

12. How may trade associations restrain competition? 

13. How may interlocking directorates restrain competition? 

14. What is the difference between horizontal and vertical integration? 

15. What are certain characteristics of the current merger movement? 

16. What has been the impact of basing-point pricing on the location of in¬ 
dustry? 

17. What are some of the programs of the Small Business Administration? 

18. What is the substance of the court decision in the Alcoa case? 

19. What is the substance of the Supreme Court decision in the General Motors- 
Du Pont case? 

20. How have the antimerger provisions of the Clayton Act been activated in 
recent years? 
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THE MAINTENANCE OF FREE 
ENTERPRISE: GOVERNMENT 
AND BUSINESS 


As has been seen the free manifestation of the competitive spirit in busi¬ 
ness and economic life is disciplined by the growth of large-scale enterprise. 
Business, large or small, is disciplined further by the government, which 
has attained a position of great prominence in the economic affairs of the 
nation. In this chapter we arc concerned, first, with the different approaches 
used in various countries and at different times for the definition of the 
proper role of government in economic life, with subsequent formulation 
of the most widely accepted American ideals in this matter. This is followed 
by a discussion of the more specific issues that confront the United States: 
planning versus freedom, state versus federal power, rules versus authorities, 
including a survey of the principal constitutional and legal problems. In the 
third section we turn to the important types of government activity in 
business, be they regulation, taxation, spending, or the organization of pub¬ 
lic corporations. 

GOVERNMENT AND ECONOMIC LIFE 

Liberalism versus Totalitarianism. The relations between statecraft 
and the economy can best be visualized w ith the help of a set of two ex¬ 
treme models. In one case, government activities are limited to the main¬ 
tenance of hnv and order, to the formulation of what may be called a rather 
lax set of gaming rules, and its more or less perfunctory enforcement. The 
rules consist, in the main, of definitions of property and contractual rights. 
In substance property rights are absolute, and the possible content of con¬ 
tracts is little restrained. The government then assumes the role of a pre¬ 
sumably impartial arbitrator, or, in less pleasant-sounding words, that of a 
night watchman w ho will interfere w ith the citizens only if they rob or 
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defraud each other. This system of laisserfaire is often called “Manchester,” 
or “old-time,” liberalism, because its heyday was in ninctcenth-cenrury 
England with its developing cotton textile industry in the Manchester 
region. 

The other extreme is represented by miscellaneous totalitarian f< rma- 
tions, so called because under their rule the government assumes LCtal func¬ 
tions and becomes all-pervasive. In the economic field, privi.e moperty 
rights either do not exist at all or are severely curtailed; and tr.cre arc all 
sorts of restrictions on the lawful content of contracts. To a greater or 
lesser degree, all governments tend to turn to this type of organization in 
wartime, when the very existence of society is threatened. Apart from this 
extraordinary situation the actually existing arrangements either tend to 
the one or to the other of these extremes. As economic considerations can¬ 
not be the only basis for judgments, it is well to consider how civil liberties 
and the essential attributes of the dignity of the individual fare under both 
regimes. Historically, freedom of speech and expression, the rule of law, 
and other attributes of political democracy have flourished generally under 
arrangements that restrained the operations of government in the economic 
sphere. 

Nineteenth-Century Liberalism. During the nineteenth century, insti¬ 
tutions of political democracy were associated with a minimum of gov¬ 
ernment interference in economic affairs. This had been the result of the 
operations of various factors, among which the ideas of the French and 
British political philosophers, the writings of the classical economists, and 
the requirements of the growing industrialism stand out. In terms of ma¬ 
terial progress the advances which were made under this regime were truly 
stupendous. But the rise in the standard of living was not evenly distributed 
in its incidence; and progress, on the whole, was obtained at the cost of 
economic security. 

A society thus organized operates on the basis of the principle of con¬ 
tract, in the sense that its members are free to increase their incomes by 
means of a variety of contractual transactions—sales and purchases, hiring 
and firing, etc. Incomes thus earned determine the social position of the 
citizen. A society of this type can be contrasted with one that is based on 
the principle of status. In such a society—examples are the feudal order 
of the Middle Ages or the caste system of India—the members are born 
into a narrowly defined station which they generally will hold during the 
period of their natural life. Social organizations that operate on the basis 
of the contract principle entail a great deal of social mobility which, in 
conjunction with technological change, makes life an interesting if risky 
venture. There arc opportunities for socioeconomic advancement as a re¬ 
sult of changing employment and business conditions, but there is also the 
insecurity resulting from the risk of failure or loss of job. 

Technological progress requires adjustments which, in the long run, 
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work out to the material improvement of society. If the yield of agricul¬ 
tural products per acre of farm land or per unit of labor increases, a given 
population requires fewer resources in agriculture and can raise its standard 
of living by allocating more resources to other tasks. 1 his, however, may 
be a consolation that will not easily satisfy those who themselves have to 
undergo the process of adjustment—the farmers, for example, who have 
to learn a new trade in a new environment. 

Adjustment itself is more readily accomplished in times of rapid ex¬ 
pansion—of population and of production—than during stagnation or con¬ 
traction. For this reason, it was borne with relatively little complaint 
throughout most of the nineteenth century. Hardships, however, were 
oppressive enough to call for government action already during the first 
half of the century, when factory legislation was enacted in England and 
the foundation laid for the future growth of social legislation. But, on the 
whole, private initiative was under little restraint. Economic life became an 
unmitigated struggle in which the strong w ere bound to win out over the 
w eak. Relentless competition, “the law of the jungle,” as it has been called 
by critics of capitalism, had by the classical economists been interpreted as 
conducive to the general welfare of society. In accordance with the biologi¬ 
cal notions of the age—Charles Darwin’s “natural selection” and Herbert 
Spencer’s “survival of the fittest”—it was now found to reflect the general 
law of selective evolution. Such views, how ever, opened the wedge for a 
more profound discussion of social conflict than had been possible in classi¬ 
cal economics, with its harmony of individual and social interests. With 
the growth of political democracy, the extension of suffrage, and the spread 
of education, popular demand for social legislation and restraint on un¬ 
bridled economic power became more vociferous. Dissatisfaction became 
much more pronounced, however, under the impact of twentieth-century 
warfare and mass unemployment. 

Fascism . In our own age, totalitarianism, though it has been defeated 
in one of its manifestations, has become victorious in large parts of the 
world. In the form of fascism, it at one time threatened to enslave humanity. 
We will first describe fascism and then attempt an economic interpretation 
of it. Under fascism the state abandons its role as servant of the citizen. 
The individual is pressed into a role where he assumes the function of a 
means to the paramount end: the state’s glory and power. In the economic 
sphere, this implies that property and contract rights, though they may be 
retained in form, can no longer be exercised for the individual’s sake but 
must be used as instruments for the attainment of the fascist state’s ob¬ 
jectives: internal harmony and external strength. In politics, harmony is 
achieved by means of terror, coupled with propaganda that deifies the state 
or the race with the help of nationalistic or racial mythologies. There is 
complete disdain for civil liberties. In the place of discussion, there is com¬ 
mand; and w hen necessary, bullets supersede ballots. 
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It is important to note, however, that fascism gained ground only in 
countries where the tradition of democracy had been weak and where 
statecraft had always been prominent, and that even there, depression and 
unemployment were necessary to establish a pattern of values gcrina v: to 
fascism. Fascism has alternatively been interpreted as a reaction, or cm nter- 
revolution, of capitalists threatened in their existence by the adverse »orcts 
of trade-unionism and social legislation under unfavorable eci^omic con¬ 
ditions, and as a revolt of the middle classes whose relative position was 
threatened by the growth of large-scale enterprise, violent inflation, and by 
social policies and the growth of trade-unions which caused the position 
of the laborers to improve. Fascism’s appeal for social harmony sounded 
especially convincing to those whose interests seemed threatened by radical 
movements abroad and by the growth of trade-unionism at home. The mas¬ 
sive business interests thus were, on the whole, not unfriendly disposed to 
it. But it cannot be said, on the other hand, that the labor movement made 
a resolute show of resistance. It did so least in Germany, where collective 
experience and the traditional pattern of values created the most fertile 
soil for the spread of fascism among labor. 

Communism. As a systematic critique of liberalism, communism is 
older than fascism. Indeed, it was fear, justified or unjustified, of the spread 
of communism that did much to promote fascism. Modern communism, as 
a movement and ideology, originated with Karl Marx (1818-83). 

The following is a brief sketch of Marxian political economy. Society 
is considered as the arena of the class struggle, and government as the 
exponent of the ruling class that owns the means of production (capital). 
The ruling class exploits those who have nothing but their labor to sell by 
returning to them less than the full value of their products. But the differ¬ 
ence, called “surplus value,” can be realized only with difficultv, because 
labor does not have adequate purchasing power to buy the products of its 
industry. The social order is thus exposed to periodic disturbances, wars 
and depressions, which in the end become so burdensome that labor, being 
exposed to ever-increasing misery, takes to revolt and expropriates those 
who exploit it. After a period of transition, during which the proletariat 
rules, a classless society is established. Means of production and, perhaps, 
consumer goods are no longer individually owned; economic equality pre¬ 
vails, and there is no need any longer for an instrument of coercion like the 
government. The state withers aw'ay. 

Marx and his followers had expected that the most highly industrialized 
countries would undergo first the transformatory process which has been 
sketched in the preceding paragraph. Actually, as everybody knows, one 
of the most backward countries of the world was the first to turn com¬ 
munist and has to this day remained the only one which did so without 
foreign aid. Communist agitation finds its most fertile soil in feudal or semi- 
feudal countries without traditions of civil liberties and democratic pro- 
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cedures, where educational standards are low and poverty widespread. In 
such countries the attachment to other social arrangements is not strong 
enough to promote resistance to revolutionary change. Since communism 
thrives on want, fear, and disorder, it tries to create them. 

Communism at work has not meant the disappearance of the state from 
the scene but the resuscitation of despotism and as much disdain for civil 
liberties as was manifested under fascism. It has resulted in the formation 
of new classes and privileged elites. As was noted on page 248, income from 
work is highly unequal in Soviet Russia, more unequal perhaps than in 
democratic societies. Under communism, productive resources are utilized 
in accordance with detailed plans formulated by the government. It is these, 
not the decisions of the consumers, which guide the allocation of the fac¬ 
tors of production. The over-all production plans arc not consumption- 
oriented but aim at the rapid industrialization of the country. Many articles 
of consumption are either not supplied at all by the government plants or 
arc sold at forbiddingly high prices. 

Economic incentives, though in a modified form, have been gradually 
reintroduced. Where their operation results in excess purchasing power, 
this is absorbed by turnover and sales taxes which supply the bulk of all 
tax revenue. Monetary rewards and social recognition are supplemented by 
such powerful incentives as the threat of demotion, punishment, and social 
disapproval. Similar incentives are designed to promote economics on the 
part of management. But such economies are not passed on to the consumer 
in the form of lower prices nor, principally, to the workers in the form of 
higher wages or otherwise. As prices and outputs are fixed, economics that 
result from reductions of the amount of material and labor entering into a 
unit of the product cause the plant’s “profits” to swell. These do not accrue 
to the manager but arc used for plant expansion or are transferred into the 
general fund of the central government. 

Since the state has by no means “withered away” in Soviet Russia, its 
regime is sometimes characterized as state capitalism rather than commu¬ 
nism. The Russians themselves insist that their present svstem is only 
“socialism,” a step in the development toward communism. While the 
forms of political life and the mechanism of coercion in Soviet Russia differ 
little from fascism, and while, in the economic sphere, production is guided 
by the over-all plans of the government under both systems, fascism re¬ 
tained, at least in form, private enterprise and allowed private profits. These 
are eliminated under the Russian system of state enterprise. 

Dogmatic Marxism is rooted in the metaphysics of the Prussian philos¬ 
opher G, W. F. Hegel (1770-1831). His “dialectic idealism” posed “the idea 
as the immanent self-direction of thought,” with emphasis on development, 
from thesis to antithesis and finally to synthesis. Marx turned this system 
on its head by replacing idealism with materialism. Marxian dialectic ma¬ 
terialism considers history primarily as a reflex of the prevailing structure 
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of production. Change is generated by the class struggle, which will end 
when the millennium, the classless society, begins. Thus, in the communist 
picture of the world, progress requires the destruction of a social order in 
conflict with it. This scheme of thought, in itself, rationalizes aggression 
and accounts for the difficulty of maintaining peace in a world where com¬ 
munism has been allowed to grow strong. 

Indeed, for many years the inevitability of an armed conflict between 
communism and capitalism was considered an important part of the com¬ 
munist dogma. However, the desire of the Russians to make the most of 
their opportunities for internal economic development, as well as the 
recognition that atomic warfare would be universally destructive, appear 
to have brought about, as a matter of expediency, a relaxation of the doc¬ 
trine of the inevitability of war. Yet the subject continues to be a contro¬ 
versial one, with adherents to the old view prominent especially among 
the leaders of Communist China. As the inevitability of a “hot” war is 
de-emphasized, and as Russia has grown stronger economically, the cold 
war has assumed new forms of an economic struggle, for supremacy and 
for the allegiance of underdeveloped countries in Asia, Africa, and Latin 
America. This Soviet economic threat will be investigated more fully in 
Chapter 20. 

Socialism . Western Europe and North America have kept to a middle 
road between the extremes of old-time liberalism on the one side and fascism 
and communism on the other. The same is true of substantial parts of the 
underdeveloped world which, like India, have been profoundly affected 
by British political ideas and by the British practice of democracy. In these 
parts of the world the attachment to civil liberties and democratic institu¬ 
tions is powerful enough to operate against totalitarian solutions. Some 
countries arc on the path toward socialism; others cling more strongly to 
the tenets of old-time liberalism. Socialism, like communism, aims at the 
abolition of private property over all or most productive enterprises. Hence, 
it tends to assign to the government a prominent role in economic affairs. 
The change, however, is to be achieved as the result of democratic processes 
and without violent revolution. Most socialists claim to be as much attached 
to civil liberties and democratic institutions as are the old-time liberals. 
Moreover, American socialists, such as Norman Thomas, have lessened 
their insistence on government ownership, having become more sceptical 
about the state as master of human society. 1 

British socialism, more specifically, has been nurtured on the idea of 
government by consent. It is neither revolutionary nor antidemocratic. 
Having never been under the sway of the Marxist ideology, it is more 

1 Norman Thomas, Democratic Socialism: A New Appraisal (New York: League 
for Industrial Democracy, 1953), p. 6. For a survey of changes in socialist thought 
abroad, see Sidney Hook, “A New Ism for Socialism,” New York Times Magazine . 
April 10, 1960, pp‘. 13 ff. 
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pragmatic and clings less to abstractions than does dogmatic Marxism. 
British socialism has arisen from moral, aesthetic, and emotional dissatis¬ 
faction with the less attractive features of business civilization. Strange as 
it may seem, a well-qualified observer has insisted that “the first place in 
the influence that built up the Socialist movement must be given to reli¬ 
gion.” 2 Gradualism was the watchword of the influential Fabian Society, 
whose name is derived from Fabius Cunctator, a military figure of ancient 
Rome who attained fame on account of his delaying tactics. The Fabians, 
founded in the 1880’s, counted among their followers Bernard Shaw, Sid¬ 
ney and Beatrice Webb, Graham Wallas, R. H. Tawney, and G. D. H. Cole. 
They were instrumental in founding the London School of Economics in 
1895 and supplied brains and political ideas to the British Labour Party 
when it was organized at the turn the century. 

The core of the postwar program of the Labour Party was a far-reach¬ 
ing plan for state ownership of important industries. The central bank, 
cable and wireless communication, coal, aviation, gas, iron and steel, elec¬ 
tricity, and inland transportation were all taken over by the national gov¬ 
ernment. Steel and trucking have since then been denationalized. The 
nationalization program still left the bulk of Britain’s economy to private 
ownership. The criteria which guided the selection of industries to be 
taken into public ownership are indicated by the following characteristics 
of some of these industries: 

1. They are of key importance to the economy, not only to ensure present 
production but to guarantee continual full employment. 

2. They have not been fully efficient in the past and need radical reorganiza¬ 
tion along the lines of a centrally operated plan. If left to private owner¬ 
ship, this would mean monopoly. 

3. They need large capital expenditure, supplied to a large extent by the 
government. 

4. They are linked so closely with other government operations that public 
ownership is a logical development. 

The British program of nationalization was not entirely a scheme of 
the Labor government. Earlier governments had promoted consolidation 
plans for various industries; coal was nationalized in 1938 (the mines only 
in 1946); municipal ownership of utility enterprises was widespread. Con¬ 
tinuity of development was also brought about by the operation of public 
corporations in Britain. Some of these had been in existence during a con¬ 
siderable period of time. 

The private owners of the nationalized industries have been indemnified 
rather generously. They received government securities totaling the equiva¬ 
lent of $8 billion. The concentration of wealth and of income from wealth 

2 Clement R. Attlee, The Labour Tarty in Perspective , 1937; quoted by William 
Ebenstein, Man and the State (New York: Rinehart & Co., 1947), p. 418. 
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was thus not directly affected by the program; it is the concomitant tax 
program with its severely progressive rates of income and estate taxes that 
slowly, but unfailingly, produces effects toward greater equality. 

The nationalization program of the British Labor government was in¬ 
deed paralleled by efforts aiming at the greater diffusion of wealth and 
income by means of taxation and comprehensive schemes of social security. 
Various types of social insurance were consolidated into a single scheme 
which covers, with a few exceptions, every person in the country. A family 
allowance is paid separately, regardless of need or of insured status, for 
every child after the first so long as the child receives a full-time education. 
There is a national health service (not an insurance) available free of charge, 
or virtually so, to everybody in the country. Public subsidies for housing 
and education equalize opportunities for consumption along these lines. 
Britain has become a “welfare state.” With much of labor’s nationalization 
program accomplished, emphasis on the further development of the welfare 
state, with progressive equalization of consumption, seems to have become 
the principal concern of British socialists. 

Socialism is principally a working-class movement of protest. It is not 
surprising that the rise of the welfare state and of the “affluent society” have 
done much to weaken its appeal in Britain, and the same is true of other 
parts of western Europe. The British Labour Party, which in 1945 had cap¬ 
tured 48 per cent of the vote, still held 44 per cent in 1959 but it lost the 
election. By then, much of its program had been accomplished. Moreover, 
the prosperity of the 1950’s made it increasingly difficult to find fault with 
capitalism on strictly economic grounds—as the socialists had been doing 
for so long. There was no major depression, and at the same time there 
occurred a “gradual erosion of traditional working class attitudes.” The 
causes of this were manifold and have been ably summarized under these 
headings: “the steady decline in the number of manual wage earners, the 
rapid rise in living standards and especially the ownership of cars and con¬ 
sumer durables, the decline of the traditionally class-conscious, older work¬ 
ing-class age groups, the housing migration from urban slum areas into 
new suburban estates, the increase in home ownership, the culturally ‘class¬ 
less’ influence of TV and the women’s magazines, and the growing ten¬ 
dency for leisure activities to center around the home and the family rather 
than the union branch, the chapel, and the local co-op.” 3 Many items in 

3 D. E. Butler and Richard Rose, The British General Election of 1959 (London: 
Macmillan & Co., Ltd., 1960). The quotation is from a review of this work by Anthony 
Crosland, Observer , June 12, 1960. See also Crosland’s pamphlet, Can Labour Win? 
(London: Fabian Publications, 1960) and another pamphlet by Richard Crossman, 
Labour in the Affluent Society (London: Fabian Publications, 1960). For critical com¬ 
ment see Thomas Wilson, “Changing Tendencies in Socialist Thought,” Lloyds Bank 
Review,'No. XLI (July, 1956), pp. 1—22; Herbert E. Weiner, British Laboir and Public 
Ownership (London: Stevens & Sons, 1960). For a critique of the nationalization pro¬ 
gram, see R. Kelf-Cohen, Nationalisation in Britain: The End of a Dogma (London: 
Macmillan & Co., Ltd., 1958). 
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this list point to the increasing Americanization of British and western 
European—social life, and just as socialism never had much of an appeal in 
the United States so it is losing a part of it in Europe, similar factors being 
responsible in both cases. 

Under the influence of these tendencies the continued adherence of the 
Labour Party to the goal of further nationalization—which is part of its 
constitutional program but was not defined consistently in specific terms 
in recent years—has become a matter of controversy, if not a political 
liability. To allow society to partake in the capital gains of business, the 
proposal was made to supplement old-style nationalization by the govern¬ 
ment’s acquisition of shares of stock in numerous companies, these to be 
left to private management and operation for profit, and the government 
not interfering with their business. The government would acquire the 
shares by outright purchase, by allowing its pension fund to invest in equi¬ 
ties, and by accepting them in payment of death duties. Modifications of 
this proposal suggested that the securities so acquired be placed in an in¬ 
vestment trust, in which the public could purchase shares in the post 
offices. 4 

British socialism, while apparently de-emphasizing further nationaliza¬ 
tion, places great stress on equality of opportunity for all, which the wel¬ 
fare state 5 is designed to promote. By reducing extreme differences in 
income and consumption, the welfare state, according to its advocates, 
makes for social cohesion among the citizens and prevents class stratifica¬ 
tion and social unrest. While it apparently lifts the standards of personal 
welfare and comfort, its impact on productivity is not entirely clear. There 
are those who insist that economic incentives will fail to operate efficiently 
when a person’s elemental needs arc being taken care of by a government 
which, at the same time, continuously seeks for new tax revenues. With 
the “whips of greed and need” cast away, new incentives must be found 
to replace what is gone; and it is possible that they may arise under the 
favorable influence of social cohesion. In itself the program of the welfare 
state is not directly related to the program of socialization of industry 
carried out in Britain. But it may be significant that Britain, where the wel¬ 
fare state is most fully developed, has removed a large sector of the econ¬ 
omy from the operation of ordinary economic incentives by means of 
nationalization. 

It should be emphasized again, however, that there is no essential re- 


4 The original proposal is in Labour Party, Industry and Society (London, July, 
1957). For a critique, sec G. D. H. Cole, “Wakeful Partners in Industry,” New States¬ 
man, September 28, 1957, p. 373. For the proposed investment trust, see Nicholas Daven¬ 
port, “Labour and the Public Unit Trust,” Spectator, February 27, 1959, p. 305. 

5 See A. C. Pigou, “Some Aspects of the Welfare State,” Diogenes, No. 7 (Summer, 
1954), pp. 1-11, reprinted in William Kbensrein, cd., Great Political Thinkers (3rd ed.' 
New York: Rinehart & Co., 1960), pp. 836-43. See also G. D. H. Cole, British Social 
Services (new ed., London: Longmans, Green & Co., 1959). 
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lation between the welfare state and a program of nationalization of in¬ 
dustry. Indeed, in Norway, where the welfare state is firmly established, 
the Labor Party never embraced the goal of nationalization. What has been 
said of Britain—that all political parties are committed to the support of 
the welfare state 0 —is true also of countries where socialism is no issue at all. 
In the United States the House of Representatives passed the bill riv.it ex¬ 
tended Old Age and Survivors Insurance to another 10 million people in 
1954 by a vote of 355 to 8, and the Senate passed it unanimously. Fxcept for 
the controversial health insurance, the further liberalization of social se¬ 
curity in 1956, 1958, and 1960 enjoyed widespread, bipartisan support. The 
United States has considerably advanced toward the welfare state—known 
as “hand-out state” by its detractors—although by methods not always 
identical with those used in Britain. 

The Middle Road . Middle-of-the-road political programs vary all the 
way from a minimum of public planning and the maintenance of private 
ownership over all productive resources to more comprehensive plans and 
socialization of variously defined key industries. In the United States, where 
the observance of the ideas of old-time liberalism had ushered in an era of 
material welfare unprecedented in history, they have held their sway 
longer than anywhere else. It was not until the Great Depression, when 
mass unemployment rose to threatening heights, that scepticism arose about 
the appropriateness of a social order whose mechanism of automatic and 
impersonal controls proved unable to cope with this contingency. The 
ensuing New Deal legislation testified to the willingness of a large part of 
the population to submit to orderly change. But the innovations brought 
about by the New Deal—social security, farm programs, labor legislation, 
river valley development, protection of investors, etc.—were not in the 
nature of fundamental changes of economic arrangements. Instead the meas¬ 
ures were designed, through reform and improvement, to give new life to 
existing institutions. Since the New Deal of the 1930’s, not a single new 
program of permanent regulation of any line or phase of business has been 
instituted in the United States. 

While our economy is not a planned one, it has correctly been char¬ 
acterized as a compensated one. That is, the government will not allow a 
major depression to develop; instead it will pursue policies of compensatory 
spending, if the need arises, to supplement private expenditures. This re¬ 
flects the ideas of Keynes and other nonsocialists, which were influential in 
government circles in the 1930’s and which hold that full employment can 
be achieved by government manipulation and supplementation of spending 
for consumption and investment. As will be seen in Chapter 18, public 
budgets have increased rapidly during the past twenty-five years, and so 
has the number of public employees on all levels of government. This was 

0 Alan T. Peacock (ed.), Income Redistribution and Social Policy (London: Jon¬ 
athan Cape, 1954), p.162. 
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3 million in 1929, 4 million in 1939, 7 million in 1954, and S million in 1960. 
In percentage of the total wealth of the United States, excluding land, gov¬ 
ernment ownership—including nonprofit institutions but excluding mili¬ 
tary installations—has increased from about 5 per cent in 1900 to 12 per 
cent in 1948. If durable military assets are included the government’s share 
now is approximately one-quarter, about four times as much as in 1900. 7 
But while government has assumed a number of new functions, dispensing 
benefits and imposing restrictions, state enterprise continues to be an ex¬ 
ception reserved for extraordinary cases; and private profits hold their own. 
The United States has insisted on the maintenance of institutions which have 
made her great and which after World War II enabled her to contribute to 
the maintenance of a large part of the world. 


SPECIFIC ISSUES IN THE UNITED STATES 

We turn now to a number of concrete issues which at the present time 
are of relevance for the proper definition of the role of government in the 
economic life of the United States. Most of these issues arc here expressed 
in the form of alternatives. But dramatic as this presentation may seem, it 
will deceive only the unwary. The sound solution cannot be found in 
adopting one extreme alternative and discarding the other, a method on 
w hich doctrinaire pedants and political fanatics will insist. What is needed 
is the formulation of compromises that will satisfy the specifically Ameri¬ 
can needs. 

Big Business versus Big Government . To begin with, it would be as 
unw ise to surrender the advantages of large-scale business as it would be 
to insist on incapacitating the government. The alternative to the imperfec¬ 
tions of the market created by the existence of large business units, un¬ 
fortunately, is not competition by these same units but by a multiplicity 
of small concerns which could not participate in the advantages of size. 
Sometimes, as in agriculture, public preference for small-sized enterprise is 
so pronounced that proposals have been made to subsidize it. But such ar¬ 
rangements, desirable as they well may be in special cases, are in the nature 
of exceptions. Bigness, in itself, may give cause for suspicion and control 
but rarely for reduction or elimination. 

The need for the regulation of monopoly and oligopoly and for other 
controls, the assumption of many new public functions, and the complex 
character of industrial civilization also have caused what may be called 
“big government.” As has been seen the size of private enterprise occa- 

7 Raymond W. Goldsmith, “The Growth of Reproducible Wealth of the United 
States of America from 1805 to 1950,” International Association for Research in 
Income and Wealth, Income and Wealthy Series II (Cambridge, Eng.: Bowes and 
Bowes, 1952), pp. 283, 306. 
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sionally is so large that its power can stand comparison with that of sover¬ 
eign governments. In terms of the numbers of employees, there is not much 
difference, say, between General Motors Corporation and the Post Office 
Department (% million), Du Pont and the Department of Agriculture 
(84,000), Socony Mobil Oil and the Treasury (75,000), American Can and 
the Department of the Interior (49,000), and Pittsburgh Plate Glass and 
the State Department (35,000). In many other respects the differences are 
pronounced. The customer of General Motors can switch to Ford if he is 
not entirely convinced that what is good for General Motors is good also 
for the United States. The client of the Post Office Department has no such 
opportunity; but as a citizen he can, of course, communicate any dissatis¬ 
faction or grievance to his congressman. The General Motors’ customer’s 
claim to interfere with the management of the concern is a more restricted 
one, and so is, for that matter, in practice that of an individual stockholder 
of the company—but this firm, just as any other, will have to abide by the 
desires of its customers if it wishes to hold its own in the business world. 
This so-called “market test” loses its substance, of course, if a firm can 
manipulate the desires of its customers by means of advertising. But in this 
even the very biggest firms arc not always entirely successful—as witness 
the brands of cars which have made a short-lived appearance in recent years. 
In principle, the response of the market is the decisive test of the adequacy 
of business policies. In the long run, no firm can produce goods which yield 
a revenue that fails to cover the cost of production. 

For a government department, no similar test of efficiency exists. Its 
services arc diffused over the citizenry at large in such a manner that the 
value of the services to the user cannot be equated with their costs. This 
does not mean that there is no test of governmental efficiency at all. Every 
year the heads of departments must clear their budgetary requests with the 
Bureau of the Budget, which is part of the Executive Office of the President. 
After much scrutiny they are forwarded to the appropriations committees 
and subcommittees of both the Senate and House of Representatives. These 
committees usually are manned by legislators who have become specialists 
in the subject that comes up for review before them and who may have 
been members of the same committee for some years. There the depart¬ 
mental request is again exposed to searching scrutiny in the light of what, 
in the last analysis, is the collective judgment of the American people. Re¬ 
quests for funds which cannot stand up to this test will be rejected. 

While government is representative in the United States, the diffusion 
of ownership of the large corporation has created a situation where often 
there is no one among the proprietors to whom management seems respon¬ 
sible. The government must be placed in a position where it can stand up 
to such enterprises and, if necessary, protect the public from abuses. It 
would indeed be defeatist to insist, as some do, that weak government is 
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preferable to good government. The American people, on the basis of their 
record, are entitled to confidence in their ability to master problems of 
political as well as of business organization. 

Freedom versus Planning . Another false disjunction is the juxtaposi¬ 
tion of freedom and planning, as if each must be considered incompatible 
with the other. The tendency to do this was encouraged by a widely read 
book of the economist, F. A. Hayek, entitled The Road to Serfdom. 8 In 
this work the author sets out to prove that countries which have started 
on the road to government intervention in economic affairs generally have 
lost political freedom and civil liberties. The whole argument is developed, 
however, against the background of continental-European experience. 
There, indeed, fascism had its proving ground. But in the fascist countries, 
especially in Germany, the idolatry of the state had at all times been 
preached, long before the arrival of fascism. Hayek’s thesis may be a sound 
diagnosis of the German case. In the Anglo-Saxon countries and in western 
Europe the liberal tradition is much more firmlv grounded. There is no 
convincing reason to argue a priori the incompatibility of political freedom 
and economic planning in these countries. It is true, nevertheless, that the 
difficulties which attend democratic planning increase with the size of the 
country, its level of income, and the attachment to liberal institutions. In 
the United States, planning was popular during the thirties, when the low 
level of income and employment seemed to call for co-ordinated effort 
at betterment. 

To be sure, planning means different things to different people. An eco¬ 
nomic plan is a consistent scheme which is designed to anticipate future 
developments and into which economic activities arc fitted. No business 
concern could survive without making plans of this sort. Governmental 
planning is not reserved for socialistic countries only. There is much of it, 
although not as much as there was during the period of reconstruction 
following World War II, in the Scandinavian countries and in the Nether¬ 
lands. In planning of this sort, much use is made of forecasting methods of 
the type referred to on pages 102, 124, above. Planning docs indeed require 
some ideas about what is likely to happen in the future in the absence of 
a plan, and the step from prediction to planning is one that is not easily 
resisted. 

There is an enormous range of the possible comprehensiveness of a plan. 
The most comprehensive sort of planning concerns the central direction of 
production and distribution. The central planning authorities determine 
what is to be produced, how much is to be produced, and how it is to be 
distributed. A less-comprehensive plan would confine itself only to key 
industries, leaving others under the impersonal rule of the market mecha¬ 
nism. Another variety of planning would regulate all investment activities 


* Chicago, University of Chicago Press, 1944. 
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but would leave the use of existing facilities unregulated. As a type of plan¬ 
ning fundamentally different from production planning, fiscal and mone¬ 
tary planning should be mentioned. Furthermore, there are those who char¬ 
acterize all basic governmental policies as planning, as little integrated as 
these policies may be. Finally the word “planning” has been used foi de¬ 
scribing self-government of industry—such as envisaged under the code 
system of the National Industrial Recovery Administration—although this 
may be better characterized as a monopoly system reinforced bv the power 
of the state. 

A more comprehensive plan usually calls in its execution for co-ordina¬ 
tion of individual activities and, perhaps, for compulsion. Its purpose may 
be full employment, w ar preparation, victory in war, or any other goal of 
public policy. Public planning in a democracy may be easier in a small 
country than in a large one. Wartime planning was comprehensive and 
coercive, but it helped to accomplish a universally endorsed and easily de¬ 
fined objective: that of winning the w ar. In peacetime, democratic planning 
encounters greater difficulties, because then the goals of public action are 
more diverse and may even be in conflict with one another. The formula¬ 
tion of compromises concerning the goals of public policy is facilitated 
when there is a wide area of agreement regarding the scale of values to 
w hich individuals and groups in society are attached. In the United States 
homogeneity of this sort is quite pronounced, and there are only few 7 whose 
pattern of value differs profoundly from that which integrates society. 
Differences of opinion may, of course, exist concerning the adequacy and 
suitability of means designed to attain more or less universal objectives. 
Some of such differences can be resolved with the help of economic science. 

To speak in the most general terms, it seems wise to place principal 
emphasis on relative prices and the price system as regulator of the alloca¬ 
tion of productive resources. 'This rule, however, must be implemented by 
public policy in a number of important cases where isolated individual 
action would not produce optimum allocation of resources. (1) This is true, 
first, w hen the market situation is such that the evolving price would devi¬ 
ate from the competitive one. T he antitrust policy, described in Chapter 15, 
is one way to cope w ith such conditions, as is the regulation of public 
utilities taken up in Chapter 17. Other proposals aim at the establishment, 
by the government, of “yardstick” plants, which w ould force the price of 
the monopolist down; and again others plead for the nationalization of 
monopolistic enterprise. These remedies, however, are full of technical 
difficulties in the first case, and in the others they would entail government 
enterprise. 

(2) There are two other cases where relative prices and the price sys¬ 
tem fail to bring about the optimum allocation of resources. The first of 
these occurs when an individual or business concern is prevented from 
reaping all the fruits of his effort. The principal example is that of the farm 
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tenant, who does not own his land and thus may fail to make improvements 
which after the end of the lease would revert to the landlord. In such cases 
special legislation may be of help. 

(3) More important, perhaps, are the instances where benefits from 
services are diffused in such a manner that their costs cannot be allocated to 
any direct beneficiary. If the services are in the nature of joint products 
(as, for example, the climatic benefits which the public derives from for¬ 
ests), it may help to reimburse the investor through tax benefits or other 
forms of public subsidization. But if the whole product consists of services 
so widely diffused, no private person will be willing to undertake the in¬ 
vestment. This is one of the reasons for the maintenance, by the govern¬ 
ment, of the military establishment, the police, and general administrative 
services. 

In the instances just discussed the price system is supplemented by pub¬ 
lic policy to improve the allocation of productive resources among com¬ 
peting uses. But public policy is of great importance also in the attainment 
of another objective which the price system seems unable to accomplish. 
This refers to the maintenance of over-all economic aggregates, such as 
employment and income, on an optimum level which steers clear of unem¬ 
ployment as well as of violent inflation. Public policies aiming at these ob¬ 
jectives have been discussed in Chapters 7 and 9. 

The study of the special conditions which call for government inter¬ 
vention in the economic field is the special concern of welfare economics, 
a discipline which supplies the rudiments of a theory of public policy. The 
most general precept of welfare economics would recommend public poli¬ 
cies which, while they may injure some interests, nevertheless, affect total 
output so favorably that the increase would suffice to reimburse those who 
have been harmed. 

Federal versus State Powers. Erroneous, also, is the belief that local or 
state governments are in themselves unsuited for the fulfillment of eco¬ 
nomic functions and that these should be reserved for the federal govern¬ 
ment or the contrary view which insists on the respective unsuitabilitv of 
the federal government. It is true that those governments w hich arc closest 
to the people should assume as many functions as they can fulfill reasonably 
well. This will generally be the local governments. But it is also obvious that 
there are definitive and rather narrow limits to the range of work they can 
do in the economic field; and this consideration applies, with modifications, 
also to the state governments. 

State legislation provides a laboratory for social experimentation. It can 
sponsor ventures which would be all but impossible under any other than 
the federal system. But unless a standardized pattern of legislation is eventu¬ 
ally adopted by all states, certain states may be placed at a disadvantage if 
they enact and execute properly legislation which other states refrain from 
passing. Moreover, many state and local governments are notoriously weak 
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and inefficient. Also important is the fact that the state boundaries as they 
are drawn do not reflect economic differences; they may cut through ter¬ 
ritories whose economic problems call for a uniform solution. The inci¬ 
dence of different problems will again not bear equally heavily upon the 
various regions. For this reason the federal agencies which maintain field 
offices generally maintain different regional subdivisions, delineating them 
in accordance with the nature of the problem with which they have to 
cope. 

Finally, in times of depression, it becomes important that the lower 
political subdivisions cannot well undertake programs of public spending 
that would relieve distress. If they were to rely on more severe taxation the 
regressive nature of their tax systems might cause the depression to become 
more painful. Furthermore the effects of public spending are diffused 
throughout the country at large, and it would be unjust if those regions 
in which local and state governments disburse funds more generously 
should provide the means for the prosperity of the nation. 

It is also only with the help of the federal government that the conse¬ 
quences of extreme economic inequalities among the states can in part be 
offset by appropriate financial arrangements. By the same token, state 
governments may equalize conditions within their respective boundaries. 
Grants-in-aid, given by the central government on the fulfillment of certain 
conditions (proper standards of administration, contributions of the lower 
political subdivision), have become an important instrument for handling 
problems that cut across the traditional division of public responsibilities. 
Such aids are granted for public assistance, highways, education, agricul¬ 
ture, and other purposes. 

Some measure of equalization is needed, because per capita incomes vary 
greatly in the different states. In Delaware they are about three times as 
large as in Mississippi, with the other states holding positions in the middle 
between these extremes. 

Sometimes states have jointly regulated affairs which extend beyond 
the limits of a single state. Such arrangements are called interstate compacts. 
They have been effective instruments in handling such diverse matters as 
oil conservation, water rights, and the establishment of the Port of New 
York Authority. 

Rules versus Authorities . Another dramatic contrast is that of rules and 
authorities. Walter Lippmann, a distinguished student of public affairs, has 
insisted that the democratic tradition requires public action in the form of 
generally applicable principles, or rules, rather than as a result of an increase 
in the range within which the discretion of public officials may operate. 9 
The same distinction has been echoed in the economic literature. As noted 
before, in the economic sphere, reliance on rules or impersonal mechanisms 

!) The Good Society (Boston: Little, Brown & Co., 1937). 
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is first of all called for in the allocation of productive resources. While 
monopolistic excesses must be averted by public authorities, the determina¬ 
tion of price and output by these in other than abnormal times is liable to 
be inferior to the operation of relative market prices as guides of produc¬ 
tion. But in the realm of aggregative economics the mechanistic belief in 
the automatic working of impersonal forces has often been disappointed. 
Indeed, a modicum of conscious management of credit was instituted in 
conjunction with the so-called “automatic gold standard” in the nineteenth 
century. The combination of management and automatism avoided neither 
periods of unemployment nor periods of inflation. Hence, greater reliance 
on management of monetary and credit policy by public authorities has 
come to be accepted generally; and in the Employment Act of 1946, Con¬ 
gress has declared it the responsibility of the federal government to pro¬ 
mote maximum employment. 

In the discharge of these and other duties, public authorities require a 
moderate measure of discretion. This is indeed no novel feature of public 
life. The Anglo-Saxon legal tradition is a storehouse of cases whose decision 
is, under the guise of general rules, actually entrusted to the wide discretion 
of the judiciary. The emergence of such important concepts as due process 
of law, fair value, and reasonableness testifies to this. Since ordinary 
courts of law are not suited to handle complex economic details which often 
require swift attention, a good measure of discretion has been granted to 
regulatory boards and quasi-judicial tribunals. Examples are the Federal 
Reserve Board, the Interstate Commerce Commission, Federal Trade Com¬ 
mission, and the National Labor Relations Board. In their operation, these 
and other public agencies, however, have to observe the rule of law; and 
their adherence to it is subject to judicial review. 

THE CONSTITUTIONAL SETTING 

1'he supreme law of the land grants Congress the power to make laws 
in those fields where jurisdiction is expressly assigned to it. In the economic 
area the principal federal lawmaking powers consist of the power to levy 
taxes and to regulate interestatc and foreign commerce (United States Con¬ 
stitution, Article I, Section VIII). 

United States constitutional doctrine has cherished for long the prin¬ 
ciple of judicial review of acts of the legislature . 10 According to this 
principle, courts can hold void statutes that, in their opinion, conflict with 
the Constitution. The Supreme Court thus is in the position to deny validity 
to laws affecting the economy if it holds that these violate the Constitution. 
Until the late 1930’s, virtually every important piece of legislation was in¬ 
deed challenged before the courts, and the Supreme Court declared many 


10 Afar bury v. Madison, 1 Cranch 137 (1803). 
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of them unconstitutional. Since then, however, the Court has come to 
recognize broad powers of legislation in the economic field, and during 
the 1940’s and 1950’s only a very few of the great judicial battles w ere 
concerned with economic affairs. 

The Taxing and Spending Powers . The Constitution orders that taxes 
may be levied “to pay the debts and provide for the*common defense and 
general welfare of the United States.” This raises the question whether 
taxation, to be lawful, must be for purposes of revenue, or whether con¬ 
trol, regulation, or prohibition may serve as the purpose of taxation. There 
are a number of instances in which the Supreme Court denied the constitu¬ 
tionality of regulatory taxes. For example, it frustrated an early attempt to 
attack the problem of child labor by invalidating a law that levied a tax 
on concerns employing children in violation of certain regulations. Later it 
declared unconstitutional the Agricultural Adjustment Act of 1933, which 
levied a tax on agricultural processors and earmarked the proceeds for bene¬ 
fit payments to farmers willing to reduce production. 11 But in many other 
instances the court refused to enquire into the motives of the legislature and 
upheld laws that aimed at regulation rather than the production of revenue. 
Such was the view of the court in the oleomargarine cases, where the tax 
primarily served the protection of the dairy industry, as well as in cases 
in which the constitutionality of protective tariffs was questioned. 12 Most 
important, the majority of the justices upheld the Social Security Act of 
1935, which had been enacted on the basis of the tax power of Congress. 1,1 

The spending power of Congress is a matter about which the founding 
fathers held divergent views. James Madison had insisted that this power 
was limited by the enumeration of direct grants of legislative power found 
in the Constitution, while Alexander Hamilton espoused the opposite view’, 
holding that the spending power was granted in addition to the other 
powers. Hamilton’s view was vindicated in 1937, when the Court upheld 
the pow er of Congress to tax and appropriate money to finance old age 
insurance. 

The Commerce Clause . While Congress shares the tax pow er w ith the 
states, its authority to regulate interstate and foreign commerce is exclusive. 
Although drafted before the dawn of the industrial era the commerce clause 
came to support a substantial portion of the elaborate netw ork of laws 
which during the course of time were passed to regulate the economic life 
of the nation. 

In an early decision, “commerce” was interpreted to mean “traffic,” not 


11 Bailey v. Drexel Furniture Co., 259 U.S. 20 (1922); United States v. Butler, 297 
U.S. 1 (1936). 

12 McCray v. United States, 195 U.S. 27 (1904); Magnano Co. v. Hamilton, 292 
U.S. 40 (1934); Hampton v. United States, 276 U.S. 394 (1928). 

1:1 Steward Machine Co. v. Davis , 301 U.S. 548 (1937); Helvering v. Davis , 301 
U.S. 619 (1937). 
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necessarily commercial intercourse. 14 Thus the commerce clause could 
serve as constitutional basis for the federal regulation of transportation and 
communication. But when in 1890 Congress attempted to cope with com¬ 
binations that restrained interstate trade, the Supreme Court at first all but 
vitiated the purpose of the legislature by regarding a combination of sugar 
manufacturing plants as outside the prohibition of the Sherman Act. 15 In 
later decisions, however, the distinction between interstate commerce and 
manufacture designed for such commerce was all but abandoned. 

Intrastate transactions that affect interstate commerce generally were 
considered under the jurisdiction of Congress. During the thirties a distinc¬ 
tion was made between intrastate transactions which affect interstate com¬ 
merce directly and those which do it only indirectly, with the latter falling 
beyond federal jurisdiction. 10 But in subsequent decisions a more liberal 
attitude prevailed. Agricultural production control by means of marketing 
quotas, as provided in the Agricultural Adjustment Act of 1938, was up¬ 
held, 17 and so was the Agricultural Marketing Agreement Act of 1937, 
although its price-fixing features applied to products of which less than the 
total supply was shipped in interstate commerce. 18 

In other cases the commerce clause was interpreted to include the power 
to exclude from interstate commerce certain goods considered obnoxious. 
This power, however, was not meant to be absolute. In the so-called “first 
child labor case,” an attempt of Congress to exclude from interstate com¬ 
merce products of enterprises which employed children below certain ages 
was voided. 19 

Regulation of employment conditions was, how ever, sanctioned at an 
early date in the case of railroads, where it was held to promote the safety 
and efficiency of interstate commerce. 20 This rule was later expanded to 
include the carrier’s liability for injuries sustained by employees. 21 Also 
upheld w as the federal regulation of industrial relations in the National La¬ 
bor Relations Act, w here interstate commerce was held to be directly af¬ 
fected by the adverse consequences of industrial strife, which the Act was 
designed to prevent. 22 The narrow attitude manifested in the child labor 
case of 1918 w as completely abandoned in 1941, w hen the court upheld the 
Kail* Labor Standards Act, legislation that forbids the shipment of goods 

14 Gibbons v. Ogden, 9 Wheat. 1 (1824); also United States v. Simpson , 252 U.S. 
465 (1920). 

]r> United States v. Knight Co., 156 U.S. 1 (1895). 

1(5 Schechter v. United States, 295 U.S. 495 (1935). 

17 Midford v. Smith, 307 U.S. 38 (1939). 

18 United States v. Rock Royal Cooperative, 307 U.S. 533 (1939). 

10 Hammer v. Dagetihart, 247 U.S. 251 (1918). 

20 Baltimore & Ohio R.R. Co. v. Interstate Commerce Commission, 221 U.S. 612 
(1911); Wilson v. New, 243 U.S. 332 (1917). 

21 Second employers’ liability cases, 223 U.S. 1 (1912). 

22 National Labor Relations Board v. Jones & Laughlin Steel Corporation 301 U S 
1 (1937). 
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in interstate commerce which are produced in violation of the standards set 
up by it. 23 

In the light of these trends, only strictly local activities are left outside 
the application of the commerce clause. In 1942 the regulation of wheat 
production was upheld by a unanimous court, even though in the case under 
review the wheat was to be consumed on the farm of the producer. 24 One 
of the last remnants of business considered beyond federal jurisdiction fell 
when the court reversed the stand taken many decades ago in the case of 
insurance companies. Insurance contracts with customers in other states for 
long had been interpreted as local transactions rather than articles of com¬ 
merce. 25 It was not until 1944 that insurance companies were considered to 
be engaged in interstate commerce. 20 Thus the way was open for the fed¬ 
eral regulation of a business that had assumed overwhelming importance as 
a reservoir of savings and in guiding liquid funds into productive invest¬ 
ments. 

In its changing attitude to economic legislation the court was much 
influenced by three great justices, w ho resisted the use of the Constitution 
to block social and economic legislation required by the circumstances of 
the time. These men were Oliver Wendell Holmes, Jr., perhaps the most 
distinguished jurist who ever sat on the highest federal bench, Louis D. 
Brandeis, and Benjamin N. Cardozo. In the interpretations of these men 
the federal Constitution became an eloquent testimonial of its drafters’ wis¬ 
dom by proving itself a suitable instrument for guiding the life of the nation 
under the most diverse circumstances. Justice Holmes, a great sceptic, was 
much attached to the laisser-faire spirit of a bygone age. This turned him 
into an articulate protector of civil liberties, but at the same time his fun¬ 
damental scepticism was strong enough to prevent him from becoming a 
captive of the economics of old-time liberalism. While he could not be 
swayed by new ideologies or novel solutions to old problems, he neverthe¬ 
less was willing to give them a chance, “even though the experiments may 
seem futile or even noxious to me and to those whose judgment I most re¬ 
spect.” 27 It was in this spirit that he rendered his famous dictum, “The 
Fourteenth Amendment docs not enact Mr. Herbert Spencer’s Social Stat¬ 
ics”-* Many of Justice Holmes’ dissenting opinions were pleas for “free 
trade in ideas” 29 and indicate his fundamental respect for freedom of 
thought and expression, “not free thought for those w'ho agree with us, 
but freedom for the thought that we hate.” 30 Justice Holmes was on the 

23 United States v. Darby, 312 U.S. 100 (1941). 

24 Wickard v. Filburn , 317 U.S. Ill (1942). 

25 Paul v. Virginia , 8 Wall. 168 (1869). 

20 United States v. South-Eastern Underwriters Association y 322 U.S. 533 (1944). 

27 Truax v. Corrigan , 257 U.S. 344 (1921). 

2K Lochner v. New York , 198 U.S. 75 (1905). 

20 Abrams v. United States , 250 U.S. 629 (1919). 

30 United States v. Schwimmer , 279 U.S. 655 (1929) . 
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Supreme Court bench from 1902 to 1932, resigning at the age of 90. 

Justice Brandeis’ economic philosophy was moic specific and the Jus¬ 
tice’s attitude to it more positive. He considered large-scale enterprise, 
monopoly, and the growth of economic concentration as a threat to the 
free institutions of capitalism. Aggressive public policy to cope with these 
evils seemed to him indispensable if the trend toward socialism was to be 
stemmed . This trend he believed to be engendered by the curse of big¬ 
ness/' and the “insidious menace inherent in large aggregations of capital, 
particularly when held by corporations/’ 31 Brandeis’ tenure of office, while 
shorter than that of Holmes, covered nevertheless a span of time extending 
from World War I to World War II. Justice Cardozo, a member of the 
court during a brief period of the thirties, added to the stature he had 
gained before by writing a number of memorable decisions, including the 
one which upheld Hamilton’s broad interpretation of the general-welfare 
clause of the Constitution. “Yet,” as he pointed out, “difficulties are left 
when the power | to spend for the general welfare | is conceded. The line 
must still be drawn between one welfare and another, between particular 
and general. Where this shall be placed cannot be known through a formula 
in advance of the event. There is a middle ground or certainly a penumbra 
in which discretion is large. The discretion, however, is not confined to the 
courts. The discretion belongs to Congress, unless the choice is clearly 
wrong, a display of arbitrary power, not an exercise of judgment. . .. Nor 
is the concept of general welfare static. Needs that were narrow or paro¬ 
chial a century ago may be interwoven in our day with the well-being 
of the Nation. What is critical or urgent changes with the times.” 32 

The War Power . Under the war power of the United States, much 
farther-reaching control and regulation of the economy is considered con¬ 
stitutional than is true under the tax and commerce clauses. The war power 
is the power to wage war successfully. It includes the authorizations given 
by the Constitution in Article I, Section VIII, Paragraphs 11 to 16 and 18, 
and in Article II, Section II, Paragraph 1, without apparently being limited 
to these. The matters there ordered refer to the declaration of war, the 
maintenance of the armed forces and the regulation of their conduct, the 
militia, the President’s position as commander-in-chief, and the means of 
executing the specifically assigned powers. 

As a general rule, the constitution is not suspended in wartime, 33 but the 
powers of the national government are vastly broadened to harness the 
strength of the nation to the prosecution of the war. Indeed, the war power 
has served as the constitutional basis of the most serious curtailments of 
personal rights, state rights, and the separation of powers. In wartime, ex¬ 
ecutive agencies have been given virtually unrestrained power over produc- 

31 Ligget V. Lee, 288 U.S. 548 (1933). 

' A2 He fcering v. Davis, 301 U.S. 640 (1937). 

33 Lx Parte Milligan, 4 Wall. 2 (1866). 
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tion, distribution, and pricing, with the President holding authority to seize 
plants and other facilities. As the Supreme Court has pointed out, “the 
power of Congress to draft business organizations is not less than its power 
to draft men for battle service.” 34 

Traditionally, the war power is designed to facilitate the aijtvssful 
prosecution of a “hot” war. It is uncertain to what extent it cr.i no used 
to justify measures taken in the course of war prevention, prep.:.ration for 
war, and in the prosecution of a cold war. While the courts did not chal¬ 
lenge price and production controls in wartime, nobody can sav for sure 
whether such controls would stand up if they were enacted, for example, 
as part of a program designed to accelerate economic growth and inspired 
by considerations of military-political strategy. Wartime seizures of plants, 
another example, were a common experiences, but when President Truman 
in 1952, in the face of the threat of a nation-wide steel strike, attempted to 
seize and operate the steel mills, referring to the requirements of national 
defense, the action was checked by the courts. On the basis of the principle 
of the separation of powers, the Supreme Court held that the President’s 
act was unauthorized in the absence of legislation that would bestow the 
required power upon him. 35 Indeed, as these cases illustrate, the only con¬ 
stitutional problems in the economic field of potentially current relevance 
relate to the constitutionality of measures of economic control undertaken 
under conditions short of a hot war. 36 

Police Power and Eminent Domain . It remains to discuss two federal 
powers not expressly granted by the Constitution but recognized by Ameri¬ 
can constitutional law: the police power and eminent domain. Both these 
powers are attributes of state governments as well. By the police power 
is meant the power of the government to interfere with the citizen’s prop¬ 
erty rights for the protection and promotion of public health, safety, order, 
and morals. Federal police power may, in general, only be utilized to the 
extent to which it is implied in other, expressly granted powers, such as, 
for example, the power to regulate interstate commerce. It has been the 
basis for exclusion from interstate commerce of impure foods and drugs 
and of meat not properly inspected. The police power of the states was 
instrumental in the enactment of zoning laws, labor legislation, and public 
utility regulation. The great advances in the field of state labor legislation 
arc of comparatively recent date. In 1905, a state statute limiting hours of 
work in bakeries was refused recognition as legitimate exercise of the police 
pow er; employers and employees, it w^as held, may make contracts as they 
see fit. 37 It was only twelve years later that this ruling was ignored and a 

34 United States v. Bethlehem Steel Corp 315 U.S. 305 (1942). 

35 Youngstown Sheet and Tube Co. v. Sawyer, 343 U.S. 579 (1952). 

36 For a more extended discussion of the relevant decisions, see Edward S. Corwin, 
The Constitution and What It Means Today (12th ed., Princeton, N.J.: Princeton Uni¬ 
versity Press, 1958), pp. 64-70, 122-30. 

37 Lochner v. New York , 198 U.S. 45 (1905). 
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state law limiting hours of work upheld. {S It took anothei twenty >ears 
until lawful restriction of the freedom to make employment contiacts was 

extended to include minimum wages. 39 

In connection with the regulation of public utilities, about w hich more 
will be said in Chapter 17, there developed the concept of a business affected 
with a public interest. Such business was considered subject to public regu¬ 
lation. The concept gradually w r as widened and came to include not only 
common carriers, public utilities, and other enterprises requiring public 
concessions or franchises, but any industry w hich the court, for adequate 
reasons, held subject to control for the public good. By this token the con¬ 
stitutionality of a New 7 York statute fixing maximum and minimum prices 
of milk was upheld. 40 

When the police power is exercised, private rights are curtailed and 
damage may arise. But in this case no indemnity is paid. In the case of emi¬ 
nent domain—the pow er of the government to take private property for 
public use—the Fifth Amendment requires the payment of just compen¬ 
sation. 

Constitutional Restrictions . The principal restrictions imposed on the 
legislature’s power to interfere with private property and contracts arc 
found in the due-process clauses of the Fifth and Fourteenth Amendments, 
the first addressed to the federal and the second to the state legislatures, 
and in the limitations placed on the delegation of legislative powers. The 
due-process clauses make it unconstitutional to deprive any “person’’ of 
life, liberty, or property without due process of law. This has been inter¬ 
preted to require proper judicial procedures and exclude arbitrary and 
oppressive acts. In addition to serving as a procedural safeguard, due process 
has been given at times a substantive meaning by the Supreme Court. With 
“liberty” interpreted in a substantive w r ay, it was defined to include liberty 
of contract as a protected right. In this manner, due process was blended 
with laisscr fairc to protect unrestrained business activity against regula¬ 
tion. As laisscr fairc vanished, such interpretations have become obsolete. 
When in 1949 a labor union tried to attack the right-to-work laws as in¬ 
fringements of liberty of contract, the Court refused to reinstate substan¬ 
tive due process as an economic vehicle, 41 and the issue has not again been 
raised. 

Traditionally the courts have included corporations among the bene¬ 
ficiaries of the due-process clauses, although dissent has been expressed to 

:<s Hunting v. Oregon, 243 U.S. 426 (1917). 

:,w 0 V.v/ Coast Hotel Co. v. Parrish , 300 U.S. 379 (1937). 

10 Ncbbia v. New York , 291 U.S. 502 (1934). 

41 Lincoln Union v. Northwestern Co ., 335 U.S. 525 (1949). See also Robert L. 
Stern, “ the Problems of Yesteryear: Commerce and Due Process,” Vanderbilt Law 
Review , Yol. IV (1951), pp. 446 if. 
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this view. 42 On the basis of the due-process clause the Supreme Court has 
required that public utility rates determined by the government must allow 
a fair return on a fair value of the property. 43 

The Supreme Court has often made it clear that powers of the legisla¬ 
ture cannot lawfully be delegated to the executive, in the sense that organs 
of the latter are given lawmaking functions. It is the view of the court that 
delegation of legislative power, to be lawful, must be limited by the estab¬ 
lishment of standards that restrain the discretion of the agency noon w hich 
powers to make rules and regulations are conferred. While delegation is 
indispensable under modern conditions of economic life, the law must be 
reasonably certain and cannot transfer all responsibility upon the execu¬ 
tive. 44 Again, under the war powers the area of delegation in economic 
matters and controls can be extended, and in general the Court will sustain 
broad delegation of power in economic affairs if there is a sufficient legisla¬ 
tive guide for the executive. 45 

METHODS OF GOVERNMENT INTERVENTION 

We may summarize the manifestations of government in business as 
consisting of regulation, direct control, taxation, spending, lending, bor¬ 
rowing, and the activities of public corporations. 

Regulation . Regulations, the formulation of general rules which re¬ 
strain property rights and the freedom to make contracts, are made by the 
legislatures and, in a restricted form, by various executive agencies. These 
include the President and the regular departments as well as a number of 
regulatory commissions upon which a narrowly defined lawmaking pow er 
is delegated. But most of these commissions not only formulate general 
rules but they also apply these and other laws bv deciding concrete cases. 
For this reason they are also referred to as “quasi-judicial” tribunals. 

Regulation may be designed for the protection of certain groups, for 
example, of the investors, in whose interest the Securities and Exchange 
Commission watches over “truth in securities.” Or the regulation may 
effect income distribution—the minimum w r agc under the Fair Labor Stand¬ 
ards Act is a case in point—or industrial relations, or policies of price and 
output, as, for example, under the antitrust laws and under the legislation 
regulating public utilities and common carriers. Still other regulations— 
the tariff, export and foreign exchange control—may affect foreign trade 

Justice Hugo Black, in Connecticut General Life Insurance Co. v. Johnson , 
303 U.S. 77 (1938). 

13 Smyth v. A?nes, 169 U.S. 466 (1898). 

44 Panama Refining Co. v. Ryan, etc., 293 U.S. 388 (1935); Schechter v. United 
States , 295 U.S. 495 (1935); Carter v. Carter Coal Co., 298 U.S. 238 (1936) 

45 Yakus v. United States, 321 U.S. 414 (1944); Opp Cotton Mills v. Administrator, 
312 U.S. 126 (1941). 
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and finance. Last but not least, there is a whole network of regulations 
providing control over agricultural production and marketing. When tegu- 
lation is designed to affect the over-all economic aggregates, it will operate 
by means of fiscal, monetary, and credit policies. 

Direct Control. Not all government intervention consists of general 
regulations. Sometimes public authorities exercise direct control o\er in¬ 
dividual transactions, especially over prices. Examples are provided by the 
fixing of agricultural prices and by the determination of the rates which 
public utilities are allowed to charge their users. 

Taxation. Taxation, as has been seen, may be used for revenue as well 
as for regulation, not excluding prohibition and destruction. Since public 
budgets have continuously been increasing, tax revenue has come to be an 
important component of the national product. Its variations have significant 
effects on the level of employment and prices. 

Spending, Lending, and Borrowing. While taxation is deflationary, in¬ 
flationary effects can be produced by borrow ing and spending. Indeed, 
there arc students of economic affairs who regard the powers of taxing and 
spending as the principal instruments of economic policy. This view, which 
is known as “functional finance,” judges fiscal measures only by their ef¬ 
fects and attaches little importance to the revenue aspects of taxation. Mod¬ 
ern government can procure necessary revenue by issuing or borrowing 
money and thus does not have to rely on taxation. In functional finance, 
variation of taxation is to serve primarily or exclusively the function of 
maintaining the over-all economic aggregates, income and employment, at 
the desired level. Unemployment and an unduly low price level is cured by 
tax relief and/or increase in public spending, while an unduly high level 
of prices calls for an increase in taxation and/or a fall in the rate of public 
spending. Functional finance thus tends to underrate the inflationary po¬ 
tential represented by a huge public debt, as the latter is bound to accumu¬ 
late if taxation is neglected as a revenue producer. It also de-emphasizes the 
role of other than monetary factors in the inflationary process: prices, 
profits, and w ages. 

Public spending or lending, while it has the characterized over-all ef¬ 
fects on such aggregates as income and employment, may have more spe¬ 
cifically defined purposes: such as, public works, poor relief, education, 
health care, public pow er production, housing, urban development, river 
valley developments, foreign aid, aid to small business, and maintenance 
or strengthening of the military establishment. In many situations, it is not 
the over-all effect on aggregates that is the goal of public spending or lend¬ 
ing but the promotion of such a specific purpose. The over-all effect then 
assumes the nature of a more or less incidental by-product of such a policy, 
w hich may or may not be desirable, as the case may be. 

Public Corporations . Public spending and lending is done not only by 
the ordinary government departments but also by other instrumentalities 
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of the government created for specific purposes. When the government 
wants to enter business, it often creates for this purpose corporations in 
which it holds all, or a substantial portion of, the stock. Such corpora¬ 
tions can operate with greater ease and independence than government 
departments, whose financial transactions are closely circumscribed by 
congressional appropriation laws and which must live up to numerous time¬ 
absorbing formalities. 

The first U.S. government participation in the corporate field occurred 
in 1781 when the United States became the majority owner of the first 
corporation chartered, the Bank of North America. Later on the govern¬ 
ment acquired 20 per cent of the capital of the First and Second Bank of 
the United States. In 1904 the government, for the first time, obtained 
complete ownership and operation of a business corporation, the Panama 
Railroad Company. In 1917 it subscribed virtually all of the capital of the 
Federal Land Banks. A great number of corporations with wartime func¬ 
tions were created during World Wars I and II. In 1923 Congress sub¬ 
scribed to the capital of the Federal Intermediate Credit Banks, which grant 
agricultural loans, and in 1932 the now defunct Reconstruction Finance 
Corporation was organized to provide credit for a variety of business pur¬ 
poses. The Tennessee Valley Authority, the Federal Deposit Insurance Cor¬ 
poration, the Commodity Credit Corporation, and the Export-Import Bank 
are among the more important federally owned corporations which as¬ 
sumed prominence in recent decades. 

Public corporations are also used at the state and local level, where in 
fact they have played an important role in the economic development of 
our country during the nineteenth century, sometimes in the form of mixed 
corporations, that is, corporations whose stock is held by private parties 
as well as public agencies. A contemporary example of a public corporation 
at the local level is the Grant County P.U.D. (Public Utility District) in 
Washington State, which owns and operates large hydroelectric dams. 

SUMMARY 

Conditions favorable to the growth of big business have also ushered 
in big government. There has been a tendency away from nineteenth-cen¬ 
tury liberalism with its emphasis on laisser faire. In parts of the world, 
government has become totalitarian in the sense that its activity permeates 
all phases of life, including the economy. This is generally associated with 
disdain for civil liberties and democratic procedures. In western Europe 
and North America the democratic tradition is strong enough to combine 
political freedom and individual rights with an active economic policy of 
the government required by the complexity of modern economic institu¬ 
tions. 

In the United States suitable arrangements have been found for the co- 



416 


CURRENT ECONOMIC PROBLEMS 


existence of big business and big government, for freedom and planning, 
for federal and state activities, and for the development of administrative 
action in conformity with broad rules. As interpreted in the more recent 
court decisions, constitutional authorizations—largely in the form of the 
tax and commerce clauses—supply a suitable basis for such arrangements. 
The commerce clause has become a virtually unlimited instrument for the 
regulation of economic activities. Manifestations of government in business 
consist of regulation, direct control, taxation, spending, borrowing, lend¬ 
ing, and the activities of public corporations. 
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STUDY QUESTIONS 

1. What is meant by “Manchester liberalism”? 

2. Why does communism pose such a great threat in underdeveloped coun¬ 
tries? 

3. What is the dilemma facing British socialism? 

4. Who arc the Fabians? 

5. Why has socialism never been much of a force in the United States? 

6. What are the aims of the welfare state? 

7. How did Keynes try to save capitalism? 

8. In what sense is the United States economy a compensated one? 

9. What are the different interpretations of planning? 

10. What are the three cases in which the pursuit of private interests violates 
the public interest? 

11. Why is there little point in assigning new governmental functions to the 
state and local governments? 

12. Apart from the war years, have there been any new programs of federal 
regulation since the 1930’s? 

13. Trace the interpretation of the commerce clause as it has evolved in the 
decisions of the Supreme Court. 

14. What is meant by substantive due process? 

15. What is the difference between eminent domain and the police power? 

16. What are some examples of government corporations? 

17. Why would the government form a corporation for a certain purpose in¬ 
stead of having it fulfilled by a regular government department? 

18. Why have federal grants-in-aid to the states become so important? 

19. What is, economically speaking, the principal difference between the activi¬ 
ties of a government department and those of a private firm? 

20. What is the most general precept of welfare economics? 
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NATURE OF PUBLIC UTILITIES 

Universal Character of Demand . Public utilities and transportation 
agencies provide an important example of government regulation of 
business. In no other field of economic activity is public regulation of 
longer standing. The reasons for this will become clear as the public- 
utility concept is elucidated. 

Gas, water, and electricity, transportation and communication must 
be available to all members of modern societies. If these services are not 
forthcoming, law and order, and perhaps even the survival of society, 
would be endangered. It is easy to see, however, that the universal 
character of the demand for these services is by no means unique. Also 
universal is the need for such elemental goods as food, shelter, and 
clothing. But in these instances the supplies come forth from a variety 
of relatively small retail and other outlets. In the case of the public util¬ 
ities and common carriers the service tends to be much more standard¬ 
ized, and it is contracted from large enterprises which often arc mo¬ 
nopolies. 

Economies of Scale . The technology of modern transportation and 
communication, and of gas, water, and power plants is such that there 
are opportunities for very substantial economies of scale. A large instal¬ 
lation is often capable of supplying cheaper service than a small one, and 
it tends to operate most efficiently if it sells an output of considerable 
size. In a situation in which one of such firms may be able to supply 
low-priced services to a large number of consumers, two of them might 
incur higher costs in producing the same output and thus discourage 
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prospective customers. Apart from the economies of scale, there are 
often additional elements that operate against two or more establish¬ 
ments. There may be enough space for one line of tracks in the streets 
of a city but not for two. Pipeline or wire systems may not be easily 
duplicated. Energy provided by nature in a specific locality or region may 
be more easily tapped by one enterprise than by two. The availability 
of the services of two telephone companies in the same community 
would make life uncomfortable for the users, and the discomfort would 
rise if the number of companies were to increase. 

Character of Investments. Thus it has come to be recognized that 
public utilities and certain types of common carriers can render better 
service if they are not exposed to competition. In the early days of the 
railroad age the destructive nature of competition among different com¬ 
panies pushed many a road into bankruptcy. Since the unit of business 
in these branches of the economy is large, the investments sunk into 
them represent the savings of many thousands of individuals. Besides 
being large the investment is also highly specialized and relatively 
immobile. Railroad tracks are not good for anything except for railroads. 
A telephone system, once it has been organized, cannot be diverted to 
any purpose other than the one for which it has been created. 

Need for Public Control. The characterized nature of the utility 
enterprises thus establishes need for special protection by means of 
public regulation and control. The protected groups include the public 
at large, or users, as well as the smaller circle of actual or prospective 
investors. If utilities are permitted to hold positions of monopoly power, 
the consumers are endangered by the likelihood of abuse of such power. 
If the investment is large, highly specialized, and immobile, the mana¬ 
gerial groups’ strength will assume undue proportions in the face of 
widely dispersed individual investments. In the railroad field the de¬ 
structive nature of competition provided a powerful reason for regula¬ 
tion. These are the principal factors explaining why the public utilities 
and railroads for long have been subject to public control. 

It goes without saying, however, that the boundary line that separates 
such enterprises from modern large-scale business is at best extremely 
vague. Upon investigation, many characteristics of the utilities could be 
discerned, in a more or less pronounced form, among a wide range of 
other industries. Their relative freedom from public control is, to a large 
extent, the result of historical accidents and legal concepts that have 
singled out for such controls the power, water, and gas plants as well as 
transportation and communication establishments. 

Legal Concept of Public Utility. At common law, it has long been 
recognized that certain businesses are “affected with a public interest” 
and thus stand in need of public regulation, which by the very fact of 
such need becomes lawful. As noted in Chapter 16, above, the railroads, 
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other common carriers, and public utilities were considered the principal 
examples of such businesses, because they operate under the authority 
of a public grant of privileges. Such grants, the courts held, impose on 
the grantee the duty to render service to any member of the public. The 
first decisions of the Supreme Court which declared railroads subject to 
public regulation were rendered on the occasion of the so-called Granger 
legislation of the ’seventies, midwestern state laws that in response to 
popular demand had set up regulatory controls over railroad com¬ 
panies. 1 At the time when these cases reached the Supreme Court, this 
tribunal was also investigating the constitutionality of an Illinois statute 
which prescribed maximum charges for the storage of grain. Many of the 
grain shipments that passed through Chicago had to be unloaded and 
reloaded there. Elevators were under the control of nine firms. I hese, 
the Court found, stood in the very gateway of commerce and took toll 
from all who passed. Their business w r as considered to be affected with 
a public interest and the regulation of the state was upheld. 2 

As the years went by the concept of business affected with a public 
interest came to include an ever-widening group of enterprises. Gener¬ 
ally, however, the concept was used to vindicate the regulation of 
industries that sold in noncompetitive markets. In effect, it was designed 
to protect those who bought in such markets. But this dividing line 
between businesses that could and that could not lawfully be regulated, 
tenuous as it was, was dropped during the Great Depression, when a 
New' York statute, fixing milk prices, was upheld. In this case the 
regulation w as imposed on an industry otherwise ruled by the forces of 
unrestrained competition. T hus the judicial trend has widened con¬ 
siderably the range of businesses susceptible to public regulation, 
which is regarded unconstitutional only if arbitrary, discriminatory, or 
demonstrably irrelevant to the policies which it is designed to pro¬ 
mote/' 1 

Also widened is the range of interests which may be protected by 
regulatory devices. As was true in the past the protected group may be 
composed of the users. Or it may be made up of the investors. Or it may 
be the public at large, in a wider sense than before, that is to be the 
beneficiary of the regulation. This is especially important when regula¬ 
tion is used as an instrument of general economic policy: to relieve a 
distressed industry, to provide employment, or to promote investment. 

The great expansion of public regulation and its sanction by the 
Supreme Court makes it appear doubtful whether the concept of a public 
utility has retained significant meaning. As the tribunal puts it, “the use 
of that term in a context of generality wears an appearance of precision 

* Granger cases, 94 U.S. 155, 164, 179, 180, 181 (1877). 

2 Munn v. Illinois , 94 U.S. 113 (1877). 

3 Nebbia v. New York, 291 U.S. 502 (1934). 
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which proves illusory when exact application becomes necessary.” 4 If 
milk distributors are subject to regulation not substantially different 
from that applied to gas, electric, and water plants, and common car¬ 
riers, should the concept of public utilities be widened to include all 
businesses affected with a public interest? And if it is interpreted in 
this way, what sense is there in retaining it? The traditional utility con¬ 
cept was relatively clear-cut, embracing primarily gas, water, and electric 
plants; the concept of a business affected with a public interest is 
extremely vague, being determined chiefly by the view of the legislature 
concerning the desirability of regulation for a specific industry. Whenever 
such regulation is established the business is considered as affected with 
a public interest. 

The Supreme Court, without giving a definitive answer to the ques¬ 
tions posed in the preceding paragraph, has set up three possible 
methods of defining a public utility. The first w ould consider as public 
utility any business that generally and traditionally is regarded as such, 
irrespective of actual public regulation. The second would include any 
business that actually is regulated as utility, regardless of the traditional 
classification. The third would limit the concept to those businesses 
which are of the traditional utility character and which are actually 
regulated/* 

Chief Justice Vinson, w hen Chief Judge of the Emergency Court of 
Appeals, listed the following “attributes and characteristics”of public 
utilities. (1) They must be affected w ith a public interest. (2) They must 
have certain characteristics which justify their classification into a sub¬ 
group of the larger class of businesses affected with a public interest. 
Such characteristics arc their intimate connection with processes of 
transportation and distribution. Transportation in this sense includes 
the movement of power, w'ater, gas, etc., as well as communication. (3) 
The business must be under obligation to afford its facilities to the 
public on demand, at fair and nondiscriminatory rates. (4) The business 
enjoys in a large measure independence and freedom from competition, 
brought about either by the acquisition of monopoly status, or by the 
grant of franchise or certificate from public authorities placing it in this 
position. 0 According to this view, business affected with a public interest 
is the wider concept. Businesses affected with a public interest are public 
utilities if they are intimately connected with the processes of trans¬ 
portation, in the widest sense, and distribution. But since both the 
public utilities and the businesses affected with a public interest are 
subject to public regulation, the distinction is one of limited practical 
significance and should not serve as a basis of important decisions, 

4 Davies Warehouse Co. v. Bowles , 321 U.S. 144 (1943). 

*Ibid. 

6 Davies Warehouse Co. v. Brown , 137 Fed, 2d 201 (1943), 
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REGULATORY AGENCIES 

Local Agencies. Initially the control over common carriers and public 
utilities was exercised by local organizations. They granted so-called “fran¬ 
chises,” often exclusive in character, which enabled a concern to carry on 
the enterprise in question. Such franchises were usually limited in time; 
and while they protected the concern during the period of the grant from 
the competition of newcomers, they also made it liable to the regulation 
of rates and service by the local authority. 

State Agencies. With the passage of time, railroads, other common car¬ 
riers, and public utilities came to assume increasing significance. Economic 
development, technological progress, and the advance of industrialization 
opened up an era in which the operations of public utilities were of more 
than local concern. State governments responded to the need for control 
by establishing regulatory agencies, most often called railroad or public 
service commissions. Organizations of this type exist in the great majority 
of all states. While they have contributed a great deal to effective regula¬ 
tion, they have been often hampered by lack of funds, inadequate personnel, 
and insufficient stamina to cope with the corporate giants that are active in 
the utilities and transportation field. 

Federal Agencies . Only the interstate activities of transportation and 
public utility companies are subject to regulation by federal bodies. The 
first federal agency to enter the field of railroad regulation was the Inter¬ 
state Commerce Commission, established in 1887 by a statute later referred 
to as the Interstate Commerce Act. This Commission has regulatory func¬ 
tions primarily in the field of transportation. It regulates the business of 
the railroads, motor carriers, inland water carriers, and of pipelines not 
carrying natural gas. 

Authority over water carriers in foreign commerce is vested in the 
Federal Maritime Board, created in 1950 as successor to agencies first or¬ 
ganized thirty-five years earlier. Air transportation is under the jurisdiction 
of the Civil Aeronautics Board, established in 1938 and reorganized in 
1940. Water power, electric companies, and natural gas are controlled by 
the Federal Power Commission, created in 1920 and substantially reorgan¬ 
ized in 1930 and 1935. The telephone, telegraph, broadcasting, and tele¬ 
vision business is under the supervision of the Federal Communications 
Commission, established in 1934. 

There arc a number of other federal agencies whose operations directly 
and indirectly affect the business of public utilities. These include the 
Securities and Exchange Commission, the Rural Electrification Adminis¬ 
tration (now in the Department of Agriculture), the Federal Trade 
Commission, the Tennessee Valley Authority (a government corporation), 
and the Boulder, Columbia River, and Central Valiev improvement proj- 
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ects, which operate under the jurisdiction of the Departments of the In¬ 
terior and of the Army. 

The Interstate Commerce Commission, Federal Power Commission, 
and Federal Communications Commission all are independent agencies, a 
“fourth branch” of the government, as it were. They are quasi-judicial 
tribunals in that they are entrusted with the decision of concrete issues. 
But they are also regulatory organizations to which the power to make 
general rules has been delegated. Whether the independent agencies are 
really “independent” is a question that has often been raised in recent years 
when many of them have come under fire because of susceptibility to pres¬ 
sure and other irregularities. Students of public administration have also 
raised the related question whether it is feasible and desirable to maintain 
the formal independence of the agencies from the policy-making function 
of the executive. Some have proposed that the bulk of their work be trans¬ 
ferred to regular departments, including a Department of Transportation 
to be newly formed, and that their quasi-judicial functions be assigned to 
newly constituted administrative courts. Judgment about the merits of 
these proposals is a matter that must be left to experts in government and 
public administration . 7 

A related matter that has come under fire in recent years is the manner 
in which television channels arc awarded to licensees by the Federal Com¬ 
munications Commission. For a given locality only a limited number of 
such channels are available, and there is much rivalry among the applicants 
for a license. By the grant of a license the Commission, with the stroke of 
a pen, as it were, creates an intangible property which is often w orth mil¬ 
lions of dollars and which the licensee can sell. An arrangement such as this 
invites favoritism. It might be preferable to dispose of the licenses in an¬ 
other manner, perhaps by competitive bidding. Again other measures have 
been proposed to improve the content and the quality of television and 
radio programs, but here, too, the Commission has shown neither foresight 
nor initiative nor has it made use of its power of refusing to renew' licenses. 
The television business is tightly controlled by the networks, over which 
the Commission has no jurisdiction. Instead the personnel of the Commis¬ 
sion is reported to be intimidated by the networks, which control the 
opportunities for private employment. It may be that programs could be 
improved if they were exposed to the competition of u pay-TV,” w hich is 

7 For a discussion of some of these problems, see Bernard Schwartz, The Professor 
and the Commissions (New York: Alfred A. Knopf, Inc., 1959); Anthony Lewis, “To 
Regulate the Regulators,” New York Times Magazine, February 22, 1959, pp. 13 ff.; 
Peter H. Odegard, “A Case for Scuttling Regulatory Agencies,” Washington Post , 
May 1, 1960; House Special Subcommittee on Legislative Oversight, Final Report , 
December 31, 1958; Report of Subcommittee No. 1 on Regulatory Agencies and Com¬ 
missions, to the House Committee on Small Business, 84th Cong., 2nd sess. (Washington, 
D.C.: U.S. Government Printing Office, 1956); James Dcakin, “Freeing Captive 
Agencies,” New Republic , July 11, 1960, pp. 13-18. 
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bitterly opposed by the advertising agencies and networks which are re¬ 
sponsible for miserable standards of performance. Pay-TV is often in¬ 
vidiously compared with the present “free” system—which is anything but 
free but financed by the consumers of the advertised merchandise. 8 In the 
present context there is no opportunity to go beyond the mere enumeration 
of these matters and to explore more deeply the economics of the radio and 
television business. 


REGULATION OF PRICES 

As regards the common carriers and old-line utility enterprises, the 
most impoitant regulatory powers are control over prices and income. 
These matters will be discussed now. 

Because of the large overhead in the fields of transportation and public 
utilities, the return on investment allowed to the companies may constitute 
a fourth or a fifth of their total revenues—hence its great significance to 
such companies. Incidentally, there is an important distinction between 
the regulation of carrier rates and of public utility rates that students are 
often unfamiliar with. Carrier rates are generally Established for carriers as 
a group. Under these rates, sonic carriers may make large profits and others 
htt e, if any, profits. On the other hand the rates of utilities arc set for each 
utility individually. 

Fair Rate of Return on Fair Value. Since the federal and state agencies 
arc bound to observe the identical requirements of the Fifth and Fourteenth 
Amendments—not to infringe on property rights without due process of 
aw—federal and state regulations have in many respects followed parallel 
lines of development, guided by the Supreme Court. The state and federal 
agencies were instructed to set reasonable rates that yielded the owner a 
fair return on a fair value of his property. The final word on what in the 
individual case amounted to “fairness” and “reasonableness” was reserved 
for the Court, however. This M as stated in 1H98 in the famous decision of 
Smyth v. Ames, which for many decades to come supplied guidance to the 
legulatory bodies in the following words: 51 


I Ik basis of all calculations as to the reasonableness of rates to be charged 

ir .Vh P,, '; ; m n,a,ntwn, "&. a h 'g h "-ay under legislative sanction must be die 
fan_value of the property being used by it for the convenience of the public. 

YIV S U - S'u.vthe, “The Position of Pay-TV,” Illinois Business Review Vol 

X V, No. 8 (August, 1957), pp. 6-8; YV. L. White, “Why Can't We 7 avc Pay TV ” 
Wer 5 Digest, November, 1958; Robert Horton, “TheT.conomie Suuce'e On Alass 
Reporter, April 28, 1960, pp. 14-20; “Monopoly Problems in R™ ill la 
tries, Hcarmgs before the Antitrust Subcommittee (Subcommittee No f T" 
House Judiciary Committee, 84th Cong., 2nd sess.. Part 2 on Tdevision an 1 ,L , < 
fie Subcommittee on “The Television Broadcasting Industry” (Washington^!) C- 
O.S. Government Printing Office, 1957); Report of the (mirn.Vr»,„ i U . “ 

Pnicnces in Broadcasting Media, December 30, 1959; Louis L Jaffc '“The'P CCC } > ^ , Y U 
I\ Licensing, ’ Harper's, September 1957 ^ Scandal m 

u 169 V.S. 546 (IS98), 
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And, in order to ascertain that value, the original cost of construction, the 
amount expended in permanent improvements, the amount and market value 
of its bonds and stock, the present as compared with the original cost of con¬ 
struction, the probable earning capacity of the property under particular rates 
prescribed by statute, and the sum required to meet operating expenses, are all 
matters for consideration, and are to be given such weight as may be just and 
right in each case. We do not say that there may not be other matters to be 
regarded in estimating the value of the property. 

By reserving for itself the final decision concerning the conclusive 
standard for the criterion of reasonableness and fair value, the Supreme 
Court, in the words of a critical student, became the “first authoritative 
faculty of political economy in the world’s history .” 10 At times the court 
insisted that weight be given to the one or other standards enumerated in 
Smyth v. Ames but failed to make clear what constituted proper “weight” 
or “consideration.” 

It was not until the forties that the Court, in effect, reversed itself by 
leaving the adoption of a standard for valuation to the discretion of the 
regulatory bodies and by refusing to review the method used in arriving 
at just and reasonable rates . 11 The law, as it stands now, requires that regu¬ 
lation of utility prices be just and reasonable. If the Supreme Court finds 
the regulation to be so, it will not investigate the method or methods used 
by the regulatory authorities. The possible methods themselves arc enumer¬ 
ated in Smyth v. Ames. Some of them have been discarded in practice as 
of little value; others are given greater prominence. The principle which 
underlies all of them is the determination of a fair value, better called “rate 
base,” and of a fair rate of return on such value. 

The Rate Base. The rate base, or the fair value of the property, cannot 
be measured with the help of the procedure generally used by students of 
economics to ascertain the value of a capital asset. This procedure considers 
the value of an income-producing asset as equal to the capitalization of the 
incomes produced by it. The value can be derived with the help of the 
formula I/r, where I denotes income and r the rate of interest. Capitaliza¬ 
tion, in this sense, is a procedure that supplies the answer to the question, 
“How much is the worth of an asset from which income is derived?” by 
quoting the capital that must be had in order to earn the income / on the 
basis of a given rate of interest r. But if applied to utility-rate making, valu¬ 
ation of this type would involve circular reasoning. This is so because /, the 
numerator of the fraction, is not known or given; it depends, in turn, on 
the prices the utility will be allowed to charge. These are still to be deter¬ 
mined after the value of the property has been ascertained. The probable 
earning capacity of the property thus is of no help in rate making, because 
this capacity depends upon what the rate is. 

10 John R. Commons, The Legal Foundations of Capitalism (New York: Mac¬ 
millan Co., 1924), p. 7. 

11 Federal Power Commission v. Hope Natural Gas Co ., 320 U.S. 591 (1944). 
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Also the amount and market value of stocks and bonds of the concern 
are irrelevant. It may happen that the amount of stocks and bonds is equal 
to the value of the property, but there is no general principle on which to 
base such equality in one and every case. Stockwatering and overcapitaliza¬ 
tion 1 - would operate against it. As to the market value of stocks and bonds, 
this depends on earnings; and these cannot be made the basis of a valuation 
that in turn w ill determine them. “The sum required to meet operating ex¬ 
penses,” another of the valuation standards mentioned in Smyth v. Ames , is 
obviously unrelated to the value of the property. 

There remain, as the principal alternatives, the original cost of producing 
the property and the cost of reproducing it, as possible criteria of value. It 
is these standards, indeed, which have attained most prominence. Under the 
original-cost standard, consideration is given to the actual outlay made 
when the plant was constructed. Under the reproduction-cost standard, 
emphasis is placed on the hypothetical outlay that would be incurred if the 
plant were constructed now. From the sum calculated with the help of 
either standard, there must be deducted an amount reflecting the deprecia¬ 
tion of the property. The original-cost standard has at times been modified 
by the subtraction of unwise, extravagant, or fraudulent expenses; the re¬ 
sulting standard of “prudent investment” was considered to reflect more 
properly the cost which should be allowed in the determination of the bur¬ 
den to be placed on the public. 13 

Arguments in favor of either the original-cost or the reproduction-cost 
standard can easily be found. Consideration of the cost of production is 
desirable from the point of view of the investor; it makes for stable rates 
and can often be based on adequate data, provided a careful account is kept 
of the original outlay. Cost of reproduction, on the other hand, seems pref¬ 
erable if there are no reliable accounts; furthermore, so its exponents hold, 
it would reflect more properly the changing value of money and thus pre¬ 
vent a disproportionate development of utilities prices relative to other 
prices. There are numerous other arguments which can be adduced in sup¬ 
port of cither standard. In fact, most students seem inclined to the view 
that there is no universal criterion for the validity of either standard seen 
in isolation. During periods of rising prices, utilities tend to favor the repro¬ 
duction-cost standard, while the spokesmen of the public support original 
cost. During periods of falling prices the arguments reverse. The Supreme 
Court, before the Hope case, generally insisted that both standards be given 
consideration, a view' that has been characterized as compromising the ideal 
of logical consistency in favor of a formula that apparently reconciled con¬ 
flicting interests. 

12 Just as a dishonest seller of cattle might inflate the weight of his goods by ex¬ 
cessive watering, so stocks might be “watered” by issues in excess of the value of the 
assets of the corporation, resulting in “overcapitalization.” 

13 The standard was proposed by Justice Brandeis in Southwestern Bell Tel. Co. v. 
Public Service Commission of Missouri , 262 U.S. 306 (1923). 
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The Rate of Return . To determine reasonable or fair return the rate base 
must be multiplied by a fair rate of return. The selection of the rate is an 
extremely important element in the regulatory procedure. Take, for ex¬ 
ample, a property valued at $1 million. The selection of a rate of 5 or 6 per 
cent will mean a difference of 20 per cent in the return, which, in the first 
case, will be $50,000 and in the second $60,000. The fair rate of return 
generally reflects the prevailing rates of interest, preferably those payable 
on securities of the utility or other market rates. In recent years, there has 
been a tendency to set the fair rate of return on the basis of the cost of 
capital in the light of a statistical analysis of precise data obtained from the 
bond and stock markets. A fair rate is thus not determined uniquely once 
for all time but is subject to variations. Tests often adopted in the appraisal 
of the fairness of a rate arc its adequacy in attracting investments and its 
similarity with rates earned in comparable enterprises. In 1930 the Supreme 
Court considered a rate of 7% per cent unduly low; nine years later, 6 per 
cent was found acceptable. 14 It goes without saying that these court de¬ 
cisions contain no guarantee that such rates will actually be earned. 

Airlines usually arc allowed a higher rate of return than other regulated 
industries, their rate having been set at 10 y 2 per cent by the Civil Aero¬ 
nautics Board in 1960. In the same year the Federal Powder Commission 
granted a pipeline a rate of 6% per cent. 

Since the Hope case, the problem of rate of return has been given much 
more attention and that of the valuation of the rate base much less than w'as 
previously the case. Many commissions regulate on an original-cost basis, 
and adjustments for inflation are at times made by allowing a higher rate of 
return. As the interest rate has risen during the 1950’s, so have allowable 
rates of return. 

Railroad Rates . The regulation of rates by the Interstate Commerce 
Commission is subject to somewhat more definite principles than those 
established by the concept of fair return on fair investment. The Commis¬ 
sion is bound to give consideration to the following factors: (1) the effects 
of the rates on the movement of traffic; (2) the need, in the public interest, 
for adequate and efficient transportation service at the lowest cost that is 
consistent with the furnishing of such service; and (3) the need for revenues 
sufficient to enable the carriers, under honest, economical, and efficient 
management, to provide such service. The Transportation Act of 1958 sup¬ 
plemented these principles by prescribing a new rule of competitive rate 
making for application to different types of carriers—railroads, motor car¬ 
riers, water carriers. Under the new rule the rates of one carrier shall not 
be held up to a particular level to protect the traffic of any other mode of 
transportation. This innovation is likely to benefit the railroads by enabling 
them to assert their inherent advantage in bidding for traffic. 

14 United Railways v. West , 280 U.S. 234, 252 (1930); Driscoll v. Edison Co 307 
U.S. 104 (1939). 
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Railroad rates are in face rhe result of an intricate and complex pro¬ 
cedure that can be described here only in rough outline. This does not 
apply to the passenger fares; they are uniformly constructed on a mileage 
basis, and no special problems arise in their determination. But passenger 
fares supply less than 10 per cent of the railroads' revenues. The bulk of 
these is derived from freight charges. Railroads generally lose money on 
the passenger business. This loss cuts deeply into the net revenue from 
freight service. 

Freight rates are determined by means of antiquated and cumbersome 
processes which are subject to great variations by region, company, lo¬ 
cality, and commodity. Rates are generally determined jointly by the roads 
of a given region through so-called “freight associations” or bureaus. For 
the purpose of freight rate determination the country is split into five major 
rate territories, all of which have different rates. The rate territories are: 

1. Official Territory, located east of the Mississippi and north of the Ohio 
and Potomac Rivers. 

2. Southern Territory, south of the Official Territory and cast of the 
Mississippi. 

3. Western Trunk Line Territory, located approximately between Official 
Territory and the Rocky Mountains. 

4. Southwestern Territory, which lies south of Western Trunk Line Terri¬ 
tory and west of the Mississippi and includes Arkansas, Texas, Oklahoma, 
and part of Louisiana. 

5. Mountain Pacific Territory, which includes Montana and New Mexico, 
and all territory west of the Rockies. 

By type, rates are either commodity or class rates. Commodity rates 
apply to over 90 per cent of all freight; they are special rates established 
for raw materials and other less highly processed goods. The rates for those 
commodities which have not been given a commodity rate are determined 
according to a grouping of the various commodities by classes and are 
therefore called class rates. 

Class rates arc thus based on classification. A freight classification con¬ 
sists of a list of thirty classes or ratings that are numbered according to 
their repective percentages of class 100. Only during the last few years did 
the Interstate Commerce Commission succeed in having a uniform system 
of freight classification adopted throughout the whole country, a task con¬ 
sidered important as early as in the first annual report of the Commission, 
dating from 1887. Before the uniform system was introduced the situation 
w as complicated by the existence of three different systems, Official, South¬ 
ern, and Western, in the respective regions of the country. Before World 
War I, there was not even uniformity w ithin each of the three classifi¬ 
cations. 

The cost of shipment for w hich no commodity rate is established is 
determined by ascertaining its classification rating, the class 100 or first- 
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class rate per 100 pounds of the haul involved, and the percentage of the 
first-class rate to which the classification rating in question is subject. 

Rates are generally determined according to the so-called “tapering” 
principle; that is, they increase less than proportionately to distance. Rail¬ 
roads, however, on principle are forbidden to charge less for a long haul 
than for a shorter one; although, as will be seen,'under certain circum¬ 
stances exceptions from this rule may be permitted. 

Contrary to popular belief, railroad rates are not prescribed, and neither 
are all rates approved, by the Interstate Commerce Commission. They must 
be filed with the Commission and will go into effect thirty days later, unless 
the Commission, on complaint or on its ow n motion, suspends them. Rates 
that have been suspended generally are investigated for approval or dis¬ 
approval; but of the two hundred rates or so w hich are filed every day, less 
than 1 per cent are suspended. 15 When an investigation is made the Com¬ 
mission will consider the need for adequate and efficient transportation 
service at the lowest cost, the need for revenues sufficient to enable the 
carriers to provide such service, and the effect of rates on the movement 
of traffic by the carrier or carriers for which the rates arc prescribed. 

Many students consider the policing of railroad rates as by no means 
perfect, especially in view of the dangers inherent in the collective rate 
making practiced by the companies of the different regions. The structure 
of freight rates has resulted in sectional complaints insisting that rates work 
to the disadvantage of certain regions, especially the South and the West. 
While the Supreme Court has applied the Sherman Act to railroad combi¬ 
nations since 1897, the activities of the rate bureaus wore not prosecuted 
until the forties, w 7 hcn the Department of Justice started antitrust proceed¬ 
ings against a number of Western railroads. In the meantime the railroads 
wore active in impressing Congress w ith the need for special legislation. 
The Reed-Bulwinklc Bill, passed in 1948 against the opposition of the De¬ 
partment of Justice and over a presidential veto, exempts common carriers 
from antitrust prosecution in connection w ith rate agreements approved by 
the Interstate Commerce Commission. The Commission is instructed to 
approve a rate agreement unless it is deemed inconsistent with the national 
transportation policy. 10 

Discrimination . The monopolistic character of public-utility enter¬ 
prises and common carriers and the nature of the demand for their services 
enables them to charge discriminatory prices. Public policy has tolerated 
instances of “reasonable” discrimination in railroad and utility rates, al¬ 
though certain practices are considered undesirable and remain forbidden. 

15 Interstate Commerce Commission, 13rd Annual Report (Washington, D.C.: 
U.S. Government Printing Office, 1959), pp. 36 f. 

16 For a critique of similar legislation which had failed to pass the Congress in 
earlier years, see Arne Viprud, Justice in Transportation (Chicago: Zift-Davis Pub¬ 
lishing Co., 1945). For a defense, see Charles D. Drayton, Transportation Under Two 
Masters (Washington, D.C., National Law Book Co., 1946). 
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Price discrimination, it will be remembered, can be practiced only if a 
monopolist or a firm operating under restricted competition has the power 
of classifying its customers and only if the commodities or services that are 
sold are not negotiable in the sense that one buyer can transfer them to 
another. If they were transferable, a favored buyer could do the buying 
for those who arc charged a higher price. No such transferability exists in 
the case of the services of railroads or public utilities. Gold, for which the 
freight rate would be high, cannot be shipped in the guise of coal; a house¬ 
hold cannot purchase its electricity as if it were an industrial enterprise. 

Price differentials may or may not reflect differences in cost. Differ¬ 
ential pricing is discriminatory only if the price differentials are not the 
same as the differences in cost of production. Price discrimination is profit¬ 
able because the monopolist can add to his revenue by varying his charges 
if buyers display different degrees of elasticity in their demand. The mo¬ 
nopolist will then exact a higher price in the less elastic market where the 
demand is more urgent and a lower price in the more clastic market where 
this leads to a considerable expansion of sales. 

Now, if the total volume of sales is larger than it would be under a uni¬ 
form price, it may well happen that this volume can be produced at lower 
cost than would be possible without price discrimination. Average charges 
may thus be reduced below the level that would prevail in the absence of 
price discrimination. This is one reason adduced in support of price dis¬ 
crimination in the utility and railroad fields, it is based on the presumable 
nature of these industries as characterized by decreasing cost of produc¬ 
tion, resulting in unit costs of larger outputs far below the unit costs of 
smaller outputs. If there are groups of buyers, separable from other buyers, 
whose demand for the services of the monopolist is highly elastic, a large 
increase in output and reduction in unit cost can be obtained by favoring 
them w ith lower prices or rates. At a uniform price, these customers pre¬ 
sumably would utilize the monopolist’s services not at all or only to a small 
degree. 

Discriminatory pricing of this sort is often referred to as charging “what 
the traffic will bear.” This phrase does not imply that the highest price is 
charged which the monopolist can exact. Nor is it the monopoly price 
proper that u^ould equate marginal cost with the marginal revenue derived 
from the collective demand of potential buyers. It is rather a system of 
multiple prices determined on the basis of the different demand schedules 
of prospective users in a way that will maximize their contribution to fixed 
or overhead costs. It is apparently true that under this system the user who 
is charged a high price subsidizes the low-price user. But the desirability of 
such arrangements must be appraised in the light of the possibility that the 
price, if uniform, might still be higher than the highest discriminatory price. 
At such uniform price the low-price user might be discouraged from buy¬ 
ing the service, and his contribution to the overhead cost w ould have to be 
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exacted from the other customers. To put it another way: Any additional 
business that yields more than the cost of production contributes by that 
much to covering the firm’s fixed costs, and thereby lightens the burden 
on the other customers. Thus it is true that the regular customers pay more 
than these additional customers, but they also may pay less than thev would 
if the new business had not absorbed some of the fixdd costs. 

In the railroad field, charging what the traffic will bear has led to dis¬ 
criminations between persons, places, commodities, and long and short 
hauls. Personal discrimination would exist if, for example, the Ford Com¬ 
pany were charged lower rates than General Motors. Such practice is il¬ 
legal. Discrimination between places or regions would exist if the rates 
charged to shippers in one place or region were lower, relative to the cost 
of service, than the rates charged to shippers elsewhere. This is done, for 
example, if California orange shippers pay a lower rate per mile to the East 
than Florida shippers. Discrimination between commodities means that the 
rates for commodities of equal specific weight and equal costs of handling 
differ. For example, the rates for materials of low value per unit of weight 
are usually lower than the rates for more valuable commodities. For this 
reason, raw materials are usually transported at low er rates than semifin¬ 
ished articles. Discrimination according to the length of haul was practiced 
w hen a shipment to the end of the line w'as cheaper than one to an inter¬ 
mediate destination. 

As a rule, laws prohibit “unjust” discrimination. Proper classification 
forms the essence of the problem. In cases before courts or commissions the 
question is asked, “is this classification of customers for rate-making pur¬ 
poses a reasonable one?” Discrimination, in this sense, between persons, 
places, and commodities is law ful w ithin the limits established bv the Inter¬ 
state Commerce Act. TJie determination of commodity rates, which apply 
to the greater part of all freight, is often discriminatory. The rules of the 
law are extremely vague, making unlawful “any undue or unreasonable 
preference or advantage” to any particular person, firm, locality, or region, 
and any “undue or unreasonable prejudice or disadvantage.” The reason¬ 
ableness of a discrimination will be determined by the Interstate Commerce 
Commission. Discrimination between places will generally be unlawful if 
the localities are in the nature of rivals and if the rate does actual injury to 
one of them. The same principle has been applied to discrimination betw een 
commodities: such discrimination is unlaw ful if the commodities are com¬ 
petitive and if the disproportionate rate causes actual injury to the com¬ 
plaining party. 

Is a carrier allow ed to discriminate against shipments moved by a rival 
mode of transportation, say, a railroad against a barge line? To reach a 
transfer point, it may be possible to ship a commodity either by rail, or by 
barge, w hich is cheaper. At the transfer point the journey is continued by 
rail, w ith the railroad company charging a lower rate for shipments that 
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arrive by rail than for those that come in by barge. This attempt to dis¬ 
courage shippers from the use of a cheaper mode of transportation was 
upheld by the Interstate Commerce Commission, which in turn was over¬ 
ruled by the courts, holding unlawful “any rate-making device which de¬ 
prives barge transportation of its rightful place in the national transpor¬ 
tation system or which deprives shippers of any part of the economies 
resulting from the use of barge transportation.” 17 

There is a long legislative and judicial history of short-haul discrimina¬ 
tion. As the law stands today the Interstate Commerce Commission may 
permit a railroad under certain circumstances—for example, to meet the 
competition of truck or water carriers—to charge less for a long haul than 
for a short one over the same route in the same direction. 

As mentioned, many rate differentials are not discriminatory in that the 
cost of service justifies differentiated prices. Carload shipments entail less 
cost per ton than less-than-carload shipments, and this is duly reflected in 
the rates charged. Bulky commodities, taking up more space per ton and 
causing also higher cost of handling per ton, would surely justify higher 
rates per ton. 

Discriminatory rates of electricity, gas, and water works are the result 
of a classification of the services they provide which is not unrelated to 
that fostered by the railroad companies. Apart from such “class prices,” 
public utilities practice discrimination by type of buyers in the form of 
“quantity-discount prices.” To a still greater extent than is true of the 
railroads, utilities tend to justify price discrimination by insisting that other¬ 
wise their capacity would remain unused. The services of utilities are not 
purchased in even quantities. Demand is high at one time and low at an¬ 
other. This causes the load factor, or the ratio of the actual output to the 
theoretically possible output, to be far below 100 per cent during certain 
periods. If such off-peak capacity can be utilized and the load factor im¬ 
proved, the sales incidental thereto can be transacted at lower prices. 

In the utilities field, considerations of demand elasticity generally are 
used for the justification of discrimination in favor of industrial customers. 
Their demand, it is claimed, is more responsive to price cuts than that of 
domestic or commercial users. These, on the other hand, w ill be not easily 
induced to turn to inferior substitutes if prices are kept fairly high. But, as 
will be seen, this argument misses an important point. Experience, especially 
during the past decades, has shown that the demand for domestic use is 
highly elastic if prices move dow nward. 

CONTROL OVER FINANCIAL AND OTHER POLICIES 

Financial Policies . The control over railroads and public utilities is not 
limited to their prices and their business policies in relation to the users but 

17 Interstate Commerce Commission v. Arrow Transport Corporation , 361 U S 353 
(1960), 
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extends to the financial practices of such concerns. Accounting procedures 
have become more and more standardized. Capital structures of the com¬ 
panies, their dividend policies, and intercorporate relationships are subject 
to various regulatory devices depending upon the type of concern involved. 
Regulation of this sort is not exclusively designed to protect investors, but 
it is also in the interest of the users that the companies’ financial policies are 
sound. Overcapitalization through stock-watering and other devices may 
require excessive earnings to support the inflated capital structure. The need 
for such earnings will tend to step up rates and may entail deterioration, of 
service. If bonds are issued in unduly large amounts relative to stocks, the 
need to meet fixed charges rather than dividend payments will operate in 
a similar direction. If the company is a member of a vast corporate network 
of utilities or railroads, it may be exploited bv the holding company to the 
detriment of its users and of the legitimate financial interests that arc at¬ 
tached to it. 

The financial policy of utilities is under the control of the Securities 
and Exchange Commission. Adverse experience with public-utility holding 
companies has ushered in provisions designed to prevent gross abuse of this 
form of combination. Under the Holding Company Act of 1935, certain 
utility holding companies were dissolved, merged with their subsidiaries, 
or made to sell the voting stock in their subsidiaries. Under the Act, holding 
companies were to be reorganized into integrated systems; that is, the sub¬ 
sidiaries are to be kept together by technological or economic ties rather 
than primarily with the help of financial manipulations. 

In the railroad field, issues of securities have been controlled bv the 
Interstate Commerce Commission since 1920. This control could not pre¬ 
vent the necessity of reorganization procedures under the Bankruptcy Act, 
which a large number of railroad companies had to undergo. Section 77 
of this Act, added in 1933 and amended in 1935, set up special proceedings 
in railroad cases, calling for the participation of the Interstate Commerce 
Commission to secure adequate protection for the various financial interests 
involved. Under such procedures the long-term debt of the American rail¬ 
roads was cut nearly in half, an arrangement that was painful to numerous 
investors but which has considerably lessened, if not entirely eliminated, 
the previously existing overcapitalization. 

Railroad Mergers . Public attitude toward consolidations of railroad 
companies has changed considerably. 'The early combination movement 
was viewed with much alarm, because it threatened to eliminate railroad 
competition, considered the principal instrument of protection for the pub¬ 
lic. On occasion, railroad combinations were prosecuted under the Sherman 
Act and holding companies ordered to divest themselves of the stock in 
subsidiaries. Interlocking directorates among railroads have been discour¬ 
aged since 1920. Pooling agreements, in which traffic or receipts from 
traffic are divided among potential rivals, are lawful if approved by the 
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Interstate Commerce Commission; but not much use is made of this device. 
Rates, as has been seen, are customarily fixed jointly by the carriers oper¬ 
ating in a given territory. 

In more recent decades the view has gained prominence that in the pres¬ 
ence of adequate controls there is little interest of the public in parallel 
lines which may compete but by doing so find it difficult to make ends 
meet. Since 1920 the consolidation of railroads has been promoted by legis¬ 
lation. Under the 1920 Act, the Interstate Commerce Commission was di¬ 
rected to formulate adequate plans for the consolidation of railways into a 
limited number of systems. Consolidations were considered lawful if they 
met certain requirements, including approval of the Commission and com¬ 
patibility of the program with an over-all plan. Consolidation was never 
made mandatory, how ever, nor was there any control of railroad combina¬ 
tions using the holding-company device. But in 1933, regulation was ex¬ 
tended to apply to all combinations and unifications, regardless of their legal 
form. The requirement that consolidation, to be approved, had to conform 
with the Commission’s over-all plan proved a deterrent, however. In 1940 
the Commission was instructed to approve railroad consolidations regard¬ 
less of such compatibility, if only they were consistent with the public 
interest. In a unique manner the 1940 legislation protects railway labor 
threatened by the loss of jobs on account of consolidation. As a condition 
for its approval of a planned consolidation, the Commission must require 
that there be a “fair and equitable arrangement” to protect the interests of 
railway labor. For a period of four years subsequent to consolidation, em¬ 
ployees arc, in effect, guaranteed the maintenance of their status. 

Very few* important railroad mergers occurred betw een the Great De¬ 
pression and the late 1950’s, when there was a resumption of interest in the 
matter. 18 Discussions of mergers, which in some cases had been going back 
to the beginning of the century were revived, an increasing number of 
mergers was consummated, more were contemplated, and temporarily at 
least there was even talk of a merger between the Pennsylvania Railroad 
and the New' York Central, the two largest in the country. Most of the new' 
mergers involve the consolidation of parallel-line facilities rather than so- 
called “end-to-end” mergers. They occur in a piecemeal fashion rather 
than in accordance with an over-all plan as it was hoped by those who 
drafted the 1920 legislation. As a rule, they are no longer considered a threat 
to the public interest because the railroads as such have no longer a mo¬ 
nopoly in transportation and the competition among individual railroad 
companies has become of lesser importance than their competition with dif¬ 
ferent types of carriers. The principal interests that may run counter to 

18 Consolidations and Mergers in the Transportation Industry , Report from the 
Association of American Railroads to the Transportation Study Group under Senate 
Resolution 29 (February, 1960); “New Ties on the Railroads,” Fortune , August, 1960, 
p. 64. b 



PUBLIC UTILITIES AND TRANSPORTATION 


435 


mergers are those of the railroad unions, which, however, enjoy an unusual 
measure of protection, and of local people who resist the idea of a one- 
railroad town. There are, of course, other factors that may make the con¬ 
summation of a merger a difficult matter, such as the different debt struc¬ 
tures of the roads. The bondholders of one road, for example, may be pro¬ 
tected by strong liens which they do not want to see diluted as a result 
of the consolidation of the debts of the various companies. 

Transport Diversification. Regardless of these difficulties, however, the 
economies which can be attained by eliminating duplicate facilities arc so 
pronounced that the marger movement is likely to make much headway in 
the years to come. The railroad companies are eager to expand it through 
the acquisition of other types of transportation facilities, especially motor 
carriers, to attain what is known as transport diversification. 19 So-called 
“through routing” of a shipment may involve the use of various types of 
carriers, and if these can be brought under one management, the efficiency 
of the service, the railroads claim, would be much improved. There are 
various legal restrictions on the acquisition, by the railroads, of interests in 
other forms of transportation, and the railroad companies want to have 
these restrictions relaxed. However, others point out that the control of 
one mode of transportation by another is not needed to utilize new tech¬ 
niques of freight handling such as the rapidly growing “piggyback,” w here 
trailer trucks travel on railroad flat cars, as well as “fishyback,” with trailers 
and flat cars traveling on ships, and “birdyback,” where special containers 
are moved by plane. 20 To facilitate the use of various types of carriers, an 
increasing number of railroads have concluded joint-rate agreements with 
highway and water carriers which enable the shipper to make use of through 
routing and to send his goods on one bill of lading. 

Control of Entry and Exit. The establishment of new enterprises in the 
utility and railroad fields has traditionally been subject to public control. 
Before a new firm in the utility field may start operations, it must obtain 
from the Public Service Commission of the state a so-called “certificate of 
public convenience and necessity,” which has taken the place of the for¬ 
merly required local franchise. In some jurisdictions both franchise and 
certificate are issued. Unlike the franchise the certificate generally is valid 
for an unlimited period of time. While there is no guarantee attached to it 
that rival companies will not receive similar certificates, in actual practice 
the Commissions restrain competition by issuing certificates that, in effect, 
are exclusive. The possibility, however, of the admission of a rival is an 
.inducement to efficiency on the part of the grantee. 

19 Transport Diversification. Report from the Association of American Railroads 
to the Transport Study Group Under Senate Resolution 29 (January, 1960'/. 

20 “Piggyback Spurt,” Barron's , May 14, 1960, pp. 11 ff.; Harold L. Johnson, Piggy¬ 
back Transportation: An Economic Analysis (Atlanta, Ga.: Georgia State College of 
Business Administration, 1956). 
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The authorization of new service in the railroad field is of little prac¬ 
tical significance, because the railroad net has expanded only to a very lim¬ 
ited extent after the year 1900 and is now less in mileage than it was in 1910. 
In the fields of motor and air transportation the power of the regulatory 
agencies to authorize or deny new service is of much greater importance, 
because in these fields there is more vigorous expansion. On the whole, there 
is a tendency in each of these fields to allow competing service by more 
than one bus or airline, even though the available service may not be con¬ 
sidered inadequate. The market situation of these much more mobile trans¬ 
portation agencies is quite unlike that of the railroads, where competition 
by several lines might possibly spell ruin. 

The investment control scheme is rounded out by the public regulation 
of the abandonment of utilities and railroads. While it is impossible to en¬ 
force the continuation of service on the part of a company that cannot 
make ends meet or has exhausted the natural resource on which its service 
was based, Commissions are authorized to check the partial abandonment 
of activities that have become unprofitable or which the concern wishes 
to discontinue for other reasons. This authority is of especial significance 
in the case of railroads. 21 For this reason, railroad abandonments arc au¬ 
thorized by the Interstate Commerce Commission only after careful in¬ 
vestigation in which the burden which would be imposed upon the railroad 
by continued operation is compared with the burden on the public result¬ 
ing from its abandonment. In general the Commission has been generous 
in consenting to abandonments, largely because most of the mileage that 
was to be abandoned received service from motor carriers. State authorities 
have on the whole been much less generous, being subject to greater local 
pressure, so much so that it was necessary to restrict some of their func¬ 
tions in this matter in the Transportation Act of 195K and authorize the 
Interstate Commerce Commission to overrule them. Obviously the aban¬ 
donments cut into the job opportunities of railway labor, and the railway 
unions, which wield great political power, have started out on a program 
designed to make the most of the legal hurdles to the shutdown of facilities. 

TRANSPORT CO-ORDINATION 

Federal regulatory action in the transportation field, we have seen, was 
originally designed to control monopoly as well as abuses of competition 
in a field which did not seem to lend itself to this form of market organiza¬ 
tion. After World War I the objectives were expanded to include the finan¬ 
cial health of the carriers. Still later, there arose the problem of interagency 
competition among different transportation facilities. The task then became 
a twofold one of protecting the financial health of the regulated carriers 

21 A. J. G. Priest, “Discontinuance of Railroad Service,” Public Utilities Fort - 
nightly. May 8, 1958, pp. 512. 
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and securing adequate service to their users, as well as providing opportuni¬ 
ties for service by the newly emerging types of transportation facilities. 
Hence, in 1935 motor carriers were placed under federal regulation, which, 
in effect, restricted the supply of their services and thereby afforded pro¬ 
tection to the railroads. Public control was transformed from the -ungie- 
purpose regulation of a single industry to a far-flung pattern of positive 
rather than punitive action. 

The rise of motor and air transportation, the revival of water transporta¬ 
tion as a result of river valley development schemes and the like, and the 
maturity of a large railroad net have created the problem of transport co¬ 
ordination. The various transportation facilities are in the nature of more 
or less adequate substitutes that compete for freight and passengers. In the 
past, many students of transportation problems believed that co-ordination 
was required in order to eliminate waste resulting from an over-all excess 
capacity of the various carriers. The problem was much accentuated dur¬ 
ing the thirties, when business was slack and the volume of traffic low. 
During World War II and the subsequent boom period, there occurred, 
however, so unprecedented an increase in the volume of traffic that not 
retrenchment but orderly expansion became the watchword of the day. 
The co-ordination problem, nevertheless, concerns public policy, because 
in one form or other almost all of the various carriers benefit from public 
subsidies. Subsidization disturbs the pattern of rates and transfers trans¬ 
portation cost from the user to the taxpayer. In the case of the railroads, 
subsidization has come to an end; it existed during the early period of 
expansion when large grants were made to railroad companies out of the 
public domain. There are those w ho w ould object to the characterization 
of land grants as subsidies, because railroads w ere committed, in return, to 
accord lower rates to the federal government. Over the years, these rate 
allowances reached large amounts; and, in retrospect, w hat had been called 
a subsidy appeared as advance payment of freight by the government. The 
cheap land grant rates have now been abolished by legislation. 

The tables have been turned now; and the railroad companies find them¬ 
selves exposed to the competition of w ater, motor, and air transportation 
agencies, which all enjoy public subsidies of one form or other. These 
agencies, so the spokesmen for the railroad companies claim, not only re¬ 
ceive subsidies but also are less stringently regulated than the railroads. 

Co-ordination of transport is made difficult by the multiplicity of regu¬ 
latory bodies and by exemptions in favor of certain types of transportation 
-facilities. The Interstate Commerce Commission, for example, has little au¬ 
thority over certain for-hire motor carriers, over water carriers of bulk 
commodities, over private motor or water carriers which carry their own 
wares, and over contract carriers—that is, persons or business firms that 
engage in the transportation business for compensation under individual 
contracts or agreements. The Civil Aeronautics Board has exempted certain 
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nonscheduled operations of airlines which lately have become very impor¬ 
tant. Often such exemptions are felt as a burden by the fully regulated 
common carriers, which are deprived of profitable business by the nonregu- 
Jated or less severely regulated ones—the latter being in a position where 
they can concentrate their operations on the most profitable types of busi¬ 
ness while the regulated ones are not allowed to pursue such business 
policies. 

Intercity Freight Traffic in the United States, 1939-59 
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FIG. 45. The railroads still carry the bulk of all intercity freight traffic, but their relative impor¬ 
tance is on the decline. From Association of American Railroads, A Review of Railroad Operations 
in 1959, p. 44. 


Proposals for more effective transport co-ordination include the estab¬ 
lishment of a federal Department of Transportation as well as a number of 
specific reforms, a few of which were adopted in the Transportation Act of 
1958. This act strengthened the authority of the Interstate Commerce Com¬ 
mission over some hitherto unregulated transactions, facilitated the aban¬ 
donment of railroad mileage, and extended assistance to the railroads in 
other ways. By that time increasing attention was drawn to the economic 
position of the railroads. 22 

22 See Revision of Federal Transportation Policy , A Report Prepared by the Presi¬ 
dential Advisory Committee on Transport Policy and Organization (Washington, D.C., 
April, 1955); U.S. Department of Commerce, Federal t ransportation Policy and Pro¬ 
gram (Washington, D.C.: U.S. Government Printing Office, I960). For a review of 
the 1955 Report see James C. Nelson, American Economic Review , Vol. XLV, No. 5 
(December, 1955); that of 1960 is briefly discussed under the title “No Transports” in 
Economist, April 2 , I960, pp. 51 f. See also “Problems of the Railroads,” Subcommittee 
on Surface Transportation, Senate Committee on Interstate and Foreign Commerce, 
85th Cong., 2 nd sess.. Hearings, Part 1-3, and Report (Washington, D.C.: U.S. Govern¬ 
ment Printing Office, 1958). See also an article by the Chairman of this Committee 
Senator George A. Snvathers, “The Railroads Seek a Clear Track,” New York Time's 
Magazine , April 13, 1958, pp. 11 fT.; David I. Mackie, “The Necessity for a Federal De¬ 
partment of Transportation,'” Journal of Public Law, Vol. VIII, No. I ( 1050 ), pp, j . 45 , 
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Railroads. The railroads’ share in intercity freight traffic, about 75 per 
cent in 1930, declined below the 50 per cent mark during the second half 
of the 1950’s and has fallen further since then (see Fig. 45). In absolute 
terms, the railroads’ freight business has been holding its own, rising b' 
about 50 per cent between 1930 and 1960 and staying at approximately Hie 
same level through the 1950’s. In intercity passenger traffic, the railroads’ 
share has declined both relatively and absolutely. The commercial airlines 
outrank them since 1956, and if travel by private automobile is included in 
the total, the share of the railroads is less than 5 per cent (see Fig. 46). 


Intercity Passenger Traffic in the United States, 1939-59 



FIG. 46. Airplanes and buses now handle as much or more intercity passenger traffic as the 
railroads. Note that travel by private automobiles is excluded in this chart. If it were included, the 
total would be close to 800 billions of passenger miles, about ten times the total shown in the chart. 
From Association of American Railroads, A Review of Railroad Operations in 1959 , p. 45. 

The financial position of the railroads has steadily deteriorated. Their 
rate of return on investment fell to 2.72 per cent in 1959, the lowest earned 
in any year since 1939. Some companies are of course in a better position 
than others. Those worst off generally operate in the Northeast. They 
carry a relatively heavier burden of the unprofitable passenger business, 
maintain still more unprofitable facilities for commuters, and their runs 
tend to be shorter and more exposed to the competition of other types of 
carriers than is true in the West. The Western roads also own vast areas of 
valuable land containing timber and oil, and their nonoperating income 
from these sources is high. 23 

With the exception of the war years when highway travel was heavily 
reduced, the passenger business of the railroads has shown a deficit in every 
year since the 1930’s. The exact size of this deficit is a controversial matter, 


}3 “Railways in Clover,” Economist , A lav 21, 1050, pp. 1066 60. 
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depending - , ns it does , upon the accounting method chosen, but about its 
existence there can be little doubt. It was estimated at $600 million in 1958, 
the equivalent of IS per cent of the total operating revenues. This is the 
estimate under the accounting regulations of the Interstate Commerce Com¬ 
mission, which allocate to the cost of the passenger service not only the 
expenses directly associated with this service—fuel, wages, maintenance of 
passenger trains, etc.—but also a proportionate share of the expenses com¬ 
mon to both freight and passenger services. 

As long-distance travel by railroad has declined severely while the com¬ 
muting business has held its own, most railroad passengers are now com¬ 
muters. This type of service is indispensable for a number of large cities. 
Since the facilities are used only during a few hours in the morning and 
in the afternoon, five days a week, this type of service is the most unprofit¬ 
able one.- 1 Since 1957 it has been subsidized by an increasing number of 
cities, which were joined, in 1960, by the state of New Jersey. The best 
showing is apparently made by the city of Philadelphia, where the subsidy 
was paralleled by an improvement of service which has attracted new riders 
from the ranks of the motorists. Since state and local taxes are especially 
heavy on railroad properties, a reduction of these w ill also be helpful. In a 
number of instances it may prove difficult to avert the operation of the 
commuting service by municipal authorities, which would underwrite the 
deficit. 

Attempts of the railroads to regain a larger share of the long-distance 
passenger business have not been successful, and there is little hope in this 
respect for the future. Against the strong resistance of the railway unions, 
the companies try to make their operations more profitable by reducing 
what they consider featherbedding and restrictive work rules.- 5 These are 
said to cost about $.5 billion a year, or 10 per cent of the w age bill and 
almost as much as the profits of the companies (5578 million in 1959). Rail¬ 
way employment has declined from 1.2 million in 1950 to some 800,000 in 
1960, and in the face of this, labor is resisting strongly any efforts that 
would eliminate still more jobs. 

In past years, the railroad companies have not alw ays been able to hold 
their ow n in their dealings with the strong and politically influential railway 
brotherhoods. They have now joined in an insurance agreement against 
strikes, and this might fortify them in their future negotiations with the 
unions. The insurance will not help in cases of nation-wide or widespread 

24 “The Long Decline of Public Transportation,” Fortune , October, 1959, pp. 
115 ff.; Wilfred Owen, The Metropolitan Transportation Problem (Washington, D.C.: 
Brookings Institution, 1956). 

25 For a statement of the management's case see an address by James W. Oram, 
Vice-President, Personnel, Pennsylvania Railroad, at American Management Associa¬ 
tion Fall Personnel Conference, New York City, 1959, reproduced by the Pennsylvania 
Railroad. The view of the unions may be found in AFL-CIO, Economic Trends and 
Outlook , Vol. IV, No. 9-10 (September-October, 1959), pp. 1-4. Sec also “Featherbeds 
on Rails,” Economist , November 14, 1959, p. 633. 



PUBLIC UTILITIES AND TRANSPORTATION 441 

strikes, but in the absence of these it will strengthen an individual company, 
which, if struck, can recoup its fixed charges from the insurance fund to 
which all the roads contribute. 

As some railroad companies find it difficult to finance the maintenance 
and purchase of their equipment, the Transportation Act of 19^8 ui- 
thorized the Interstate Commerce Commission to guarantee long-term 
loans for these purposes in a total amount up to $500 million. Potentially of 
greater importance is the provision of the Act instructing die Interstate 
Commerce Commission not to held up the rates of one type of carrier to 
protect the tariff of any other. This might enable the railroads to bid with 
greater success for freight that otherwise would go to the motor or water 
carriers. Many students of transportation agree that the railroads, in terms 
of fuel and manpower, are by far the most efficient mode of transportation, 
and that it is wasteful not to allow them to utilize their natural advantage 
in competing with other carriers. 20 Adoreover, a strong railroad organiza¬ 
tion proved indispensable in World War II, and for strategic reasons also 
it must be maintained strong. 27 A motor expressway can handle only 4,000 
people an hour, a railroad line, ten times that many. To provide protection 
against contingencies requiring mass mobilizations of people on short no¬ 
tice, the military has initiated a program of stockpiling railroad cars retired 
by the carriers. 

The United States railway system is now virtually the only major rail¬ 
way system of the world that is not government-owned and operated. If 
we want to preserve it in private ownership, we can not allow it to remain 
“the outstanding unsubsidized ‘sick man’ of transportation.” 28 

Motor Transportation. The huge inroads which motor transportation 
has made into the business of the railroads are due not only to the rate sys¬ 
tems but also to the speed and flexibility characteristic of motor carriers, 
whose better and quicker service may fit into a special distribution or pro¬ 
duction scheme. Much of the motor carrier freight is of relatively high 
value, with the bulk commodities left to rails, pipelines, inland and coastal 
waterways. The public attaches so high a value to facilities that ease the 
utilization of automobiles that it will insist on a vigorous program of high- 


20 See Robert A. Nelson, “Administered Rates and Competition,” New York Rail¬ 
road Club, Official Proceedings, 1958, pp. 1-16; “Regulation of Rates of Common Car¬ 
riers: Does It Need Revision?” Two Prize-Winning Papers by George W. Wilson and 
G. Lloyd Wilson (Washington, D.C.: Federation for Railway Progress, 1956); Dudley 
F. Pegrum, “The Special Problem of Inter-Agency Competition in Transport,” 7.C.C. 
Practitioners' Journal, December, 1956, pp. 307-14; Gilbert Burk, “The Great U.S. 
Freight Cartel,” Fortune , January, 1957, pp. 102 ff. 

27 See James M. Symes, “The Next War: We Could Lose it on the Rails.” Railway 
Progress, March, 1958, pp. 4ff.; Robert W. Harbeson, “Transportation: Achilles Heel 
of National Security,” Political Science Quarterly, Vol. LXX1V, No. 1 (March, 1959), 

pp. 1-20. 

28 Federal Transportation Policy and Program , op. cit., p. 11. The situation abroad 
is surveyed in the New York Times , Alarch 24, 1958. 
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way maintenance and development, regardless of its ill effects on the cities- 1 ' 
and on the railroad business. Obviously the automobile and oil industries 
will give their wholehearted support to such a program. 

All told, the federal, state, and local governments spend about $10 bil¬ 
lion a year on highways of all sorts. Since 1916, highway construction and 
improvement has been promoted by federal grants-in-aid to the states. 1 he 
current program, as outlined by the Federal-Aid Highway Act of 1956, 
aims at the construction of a 41,000-mile system of “interstate and defense” 
highways, to be paid 90 per cent by the federal government and 10 per 
cent by the states. A related program for the construction and improvement 
of lesser roads is financed in equal parts by the federal and state govern¬ 
ments. Federal highway finance is removed from the regular budget. In¬ 
stead, a Highway Trust Fund has been established, into which are paid the 
proceeds from federal excise taxes on gasoline, diesel fuels, trucks, buses, 
trailers, tires and inner tubes, and from a use tax on heavy vehicles. Grants- 
in-aid to the states arc paid out of the trust fund. At times, however, when 
the latter was depleted, it has been replenished by the transfer of monies 
from the general fund. To the extent to w hich this takes place, there is 
continued subsidization of highway users. 

Since the war, many states have also sponsored the construction of toll 
roads or turnpikes, of which there are 23, extending over nearly 3,000 miles. 
After a financially disappointing start, these roads have attracted increasing 
numbers of users, and their financial soundness is now believed to be as¬ 
sured. They have, how ever, remained a controversial matter. The advo¬ 
cates of toll roads point out that by creating toll road, or turnpike, authori¬ 
ties, the states can avoid the direct assumption of debt, w hich is limited in 
many state constitutions. Moreover, state funds for highways usually have 
to be disbursed in accordance with narrowdy circumscribed formulas, which 
operate against the concentration of expenditure on a large project, such as 
those represented by the toll roads. Such concentration of expenditure 
might also be resented by many inhabitants of a state, for w hom immediate 
higlnvay needs are not adequately provided. Furthermore the toll roads are 
frequented by a large proportion of out-of-state users, and the levy of a 
toll makes these contribute to the cost of the highw ay. The opponents of 
toll roads reject most of these arguments. They point out that there is 
much intrastate use of the facilities and that their financing, while nominally 
independent, usually is backed by state credit. 30 

Air Transportation . Aviation provides transportation service of a 
unique character, w hich, in the form of passenger transportation over 

30 See Daniel P. Movnihan, “New Roads and Urban Chaos,” Reporter April 14 
1960, pp. 13-20. 

30 For a balanced discussion the student may consult Wilfred Owen and Charles L. 
Hearing, Toll Roads and the Problem of Highway Modernization (Washington, D.C.: 
Brookings Institution, 1951); “Toll Roads Turn the Corner,” Economist , July 2, 1960, 
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medium and long distances, is directly competitive with the railroads. 
Aviation is subsidized by the federal, state, and local governments in the 
from of airways, airports, and navigation facilities in amounts exceeding 
$500 million a year. There is a direct federal subsidy of over $50 million 
a year to feeder lines serving smaller communities. , 

In spite of heavy subsidization, the aviation industry is beset by financial 
difficulties resulting from the conversion to jet aircraft* 1 and other factors. 
In 1960 a company, threatened by bankruptcy, merged with another, and 
a continuation of the merger movement mav well be in store. 

When the federal government assumed jurisdiction over air transport 
by passing the Civil Aeronautics Act of 1938, airlines then in operation were 
automatically authorized by the law to continue their service. This so- 
called “grandfather clause” is still in force, and it has had potent effects 
upon the route pattern that developed during the intervening period. The 
route pattern, in part, reflects the conditions prevailing during the 1930’s, 
which mav differ in substantial respects from present-day requirements. 

Water Transportation . There has been a substantial revival of river 
transportation in recent years, but the case that can be made in support of 
w r ater transportation and its public promotion is somewhat dubious, being 
mainly based on the future transportation requirements of the nation. It 
has been estimated in this connection that the country’s total freight load 
will double betw een 1960 and 1980, and double again during the tw enty 
years then following. The expansion of inland waterw ays and the construc¬ 
tion of new ones is held to offer a solution to the problem of long-term 
transportation requirements.* 2 

Water transportation is often considered cheap; but those who consider 
it thus tend to forget that w'ater transportation is, in many instances, avail¬ 
able only because the taxpayers carry the financial burden involved in main¬ 
taining and improving waterways—some $300 million a year. It is obvious 
that water transportation is cheap to the user, because, except for the St. 
Lawrence Seaway, no toll is levied for the use of a waterway under the 
control of the federal government. Other transportation agencies subsidize 
water transportation by having to pay for the cost of bridge construction 
providing navigational clearance. However, water transportation, while it 
may be cheap, is also slow; and because of seasonal and other natural dis¬ 
turbances, it is less reliable than other forms of transportation. 

Federal appropriations for waterways are notorious for “log-rolling” 
tactics; for this reason, lump-sum appropriations have been found prefer¬ 
able to specific, “pork-barrel” legislation. The lump-sum appropriations 

31 See John L. Hess, “The Growing Pains of Jet Travel,” Reporter , December 25, 
1958, pp. 9-13. 

3 2 Statement by Senator Robert S. Kerr, Chairman of the Select Senate Committee 
on Water Resources, August 13, 1960. At the same day the committee released a 
comprehensive study, made by the Corps of Engineers, outlining long-term plans for 
water resource development projects. 
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are allocated to specific projects by the Chief of Engineers of the Army, 
the agency entrusted with the maintenance and development of waterways. 
This agency is presumably sufficiently removed from local pressure to sub¬ 
mit each project to careful and unbiased analysis. 33 In order to minimize 
waste, such analysis is indispensable, because no general principle is at hand 
that would supply a basis for the decision as to whether or not water trans¬ 
portation projects as a class deserve public support. 

A river development program of controversial character that was widely 
debated for many years is the St. Lawrence Seaway, which was completed 
in 1959 (sec Fig. 47). A glance at the map of North America shows a far- 



FIG. 47. The St. Lawrence Seaway is shown here, with ports indicated by dots. From "Depart¬ 
ment of Agriculture Appropriations for 1961," Hearings before a Subcommittee of the House 
Appropriations Committee , 86th Cong., 2nd sess., 1960, p. 326. 


flung natural waterway extending from the Atlantic Ocean to the Great 
Lakes. Part of this waterway, known as the St. Lawrence River, forms the 
boundary line between the United States and Canada. While other sections 
of the seaway had been much improved in the course of the years, the 
International Rapids section, between Ogdensburg and St. Regis, New 
\ ork, continued to be a bottleneck, providing only 14-foot navigation. The 

33 I he measurement of the value of each project is a complex and highly technical 
matter. See, for example, Kdward F. Renshaw, “The Measurement of the Benefits from 
Public Investment in Navigation Projects,” American Economic Review, September, 
1957; Peter O. Steiner, “Choosing Among Alternative Public Investments,” ibid. De¬ 
cember, 1959, and the literature listed in the Bibliography, p. 454, below. 
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construction of the last link in the International Rapids section has opened 
up the Great Lakes and the Midwest to large, deep-draft vessels, adding, as 
it were, a fourth coast to the United States . 34 

The new waterway is likely to have adverse effects on the Eastern rai 1 - 
roads and the regional interests attached to the great poets along the Faster u 
seaboard. These have indeed opposed the project for many years. The 
traffic lost by them will he the gain of the Great Lakes ports, Western rail 
roads, and inland waterways west of Chicago. The extent of the shift will 
be conditioned by the toll charge for the use of the Seaway. The question 
of the toll was a hotly debated issue during the past few years, with Great 
Lakes carriers and Canadian interests pleading for no toll at all—as so far 
has been the rule on U.S. waterways—or a low one, and the Eastern inter¬ 
ests insisting on a substantial charge, adequate to allow the amortization of 
the United States share in the construction costs of the canal, some $150 mil¬ 
lion. loll charges actually levied are considered moderate by transporta¬ 
tion specialists. To what extent they will attract traffic will depend also 
upon the expansion of port facilities along the Great Lakes, which has 
proceeded only haltingly. In any event, the completion of the Seaway in¬ 
duced the Eastern railroads to make substantial reductions of freight rates 
on shipments between the North Atlantic ports and those of the Great 
Lakes. 

The very existence of the Seaway no doubt will stimulate demands for 
w'ater transportation development in the Midwest, and there is already 
under consideration a project that w'ould link the Great Lakes with the 
Ohio River. 


THE TENNESSEE VALLEY AUTHORITY 

Often it is difficult to decide w hether or not a waterway project is 
economically sound or unsound, because the costs of developing and main¬ 
taining navigation cannot be isolated from the general expenses incurred by 
an over-all development scheme. Undertakings of this sort are referred to as 
multiple-purpose projects; they include river valley development projects 
which, apart from the promotion of navigation, provide flood control, 
produce hydroelectric powder, and serve a number of additional minor 
purposes. The most outstanding of these projects is the Tennessee Valley 

34 Sec Marvin J. Barloon, “Channel to the Heart of a Continent,” New York 
Times Magazine, June 21, 1959, pp. 7 ff.; “Railroads and the Seaway,” Barron's , March 
*23, 1959, pp. 11 ff.; Robert C. Haldeman, Potential Effects of St. Lawrence Seaway on 
Costs of Transporting Grain , U.S. Department of Agriculture, Marketing Research 
Report No. 319 (Washington, D.C.: U.S. Government Printing Office, 1959); Jerome 
D. Fcllman and Associates, “The Seaway and Chicago: Grow th Not Explosion,” Uni¬ 
versity of Illinois, Current Economic Comment , February, 1960, pp. 13-24; Economist , 
April 25, 1959, pp. 329 f.; May 2, 1959, pp. 427 f.; January 5, 1960, p. 112. 
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Authority, an enterprise noteworthy in many respects, which has been 
emulated and admired throughout the world. 35 

The Tennessee Valley Authority was established as a public corpora¬ 
tion in 1933. Since then it has built over thirty large dams, created an inland 
waterway with more than 600 miles of eleven-foot navigation channel, pro¬ 
vided over 12 million acre-feet of flood control storage—which has gone 
far in eliminating previous hazards of floods—and installed capacity for 
over JO million kilowatt of electrical energy. It has also done outstanding 
work in such diverse fields as reforestation, malaria control, and fertilizer 
production, bringing immeasurable benefits to the region w here it is lo¬ 
cated. One half of TVA’s electric power goes to the Atomic Energy Com¬ 
mission; the other is distributed among some 5 million final consumers. 
Average rates per kilowatt-hour of residential service are less than half the 
national average. The average residential customer in the territory served 
by the TVA purchases power 100 per cent in excess of that bought by the 
average customer of the whole United States. 

Allocation of Joint Costs. If the various services produced by multiple- 
purpose projects such as the TVA were sold in competitive markets, the 
allocation of joint costs incurred in producing the services would not pre¬ 
sent a special problem. In reality, however, some services, such as, for ex¬ 
ample, flood control benefits, are not marketable at all; while the markets 
in which others are sold are not competitive. Since the price charged for 
services of the latter type should presumably be related to cost, special 
efforts have been made to ascertain, for example, the cost of power pro¬ 
duced by a multiple-purpose project such as the TVA. 

The solution which was finally accepted is referred to as “alternative 
justifiable expenditure theory,” also called “alternative cost avoidance the¬ 
ory." This theory is based on the assumption that river dams and other 
works constructed under the multiple-purpose program fulfill their func¬ 
tions more economically than if the objectives which they serve were 
sought independently. It operates with the help of the following procedure. 
Estimates of the hypothetical costs of single-purpose projects for flood 
control, navigation, and power production arc prepared. From the hypo¬ 
thetical estimates the actual, directly allocable costs of the several projects 
are deducted. The “remaining alternative costs” then are converted into 
percentages of their total, indicating the ratios in which total costs are to 
be allocated among the three purposes. On the basis of this operation, and 
after some adjustments, 40 per cent of the costs w^ere allocated to power; 
30 per cent, to navigation; and 30 per cent, to flood control. 

Yardstick Rates. The TVA made available low-priced power to the 
inhabitants of the region it was intended to serve and has promoted indus- 

35 See R. L. DufTus, “TVA’s Challenge—After Twenty-five Years,” New York 
Times Magazine, Alay 18, 1958, pp. 27 fT.; “Starving the TVA,” Economist June 2 
1956; “TVA Recharged,” ibid., August 15, 1959, p. 427. 
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trial expansion at a faster rate than that of the Southeast or of the nation as 
a whole. Its ability to sell such power goes a long way to demonstrate that 
the demand of domestic and commercial users for electric energy is much 
more elastic than was generally believed. When private utility concerns, 
operating in the same region or elsewhere, followed suit, their experience 
was similar; and they likewise expanded sales considerably. The pi:i)li( 
power project thus demonstrated the feasibility of promotional rates de¬ 
signed to stimulate consumption. In the light of this experience, it has be¬ 
come doubtful whether price discrimination, based on the assumption of a 
low elasticity of demand of domestic and commercial users, has as much 
to commend itself as was believed in the past. 

Apart from the direct benefits which the TVA has conferred upon the 
inhabitants of the region, it supplied a reservoir of industrial power that 
proved invaluable during World War II as well as during the period of 
power shortage in the years that followed the conflict. 

It was originally believed that the TVA could be useful in promoting 
still another objective of public power policy, namely, to serve as a yard¬ 
stick with which to measure the prices charged by private companies. How¬ 
ever, there is much doubt as to whether the rates levied by the TVA can 
actually accomplish this. They are calculated on the basis of a complex 
method of cost determination, which is not comparable, it is held, with that 
used by single-purpose, private concerns. Moreover the public project en¬ 
joys economies in interest payments, and the contributions which it makes 
to the states and municipalities in lieu of taxes may be less heavy than the 
tax burden placed on a comparable private organization. 

Other River Valley Development Projects. Programs resembling the 
Tennessee project have been advocated for the development of the Missouri 
River and other river valleys. Such programs arc of importance in the first 
line because of their impact on the regional economy. They are also useful 
as instruments of antidepression policy w hose benefits are diffused over the 
whole country. They are less commendable during times of full employ¬ 
ment. 


FEDERAL POWER DEVELOPMENT 

Since the early forties the generating capacity of the nation’s electric 
power plants has approximately quadrupled, rising from 50 to over 200 
million kilowatts. Further rapid expansion is anticipated. While the bulk 
of total capacity is in privately owned utilities, the public production of 
power has increased also. Before the late 1930’s, this meant, in the main, 
establishments on the local or state level. But since then the capacity of 
federally owned power plants has first come to equal, and later to exceed, 
that of local and state establishments. Among the federal installations, there 
are those of the Tennessee Valley Authority as well as a number of other 
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projects of great importance mainly for the development of the West. Their 
capacity is about 15 per cent of the total. 

One of the earliest of these installations, the Muscle Shoals project, 
initiated during World War I and completed in 1925, is now part of the 
TVA. The Boulder Canyon project in Arizona and Nevada was authorized 
in 1928 and has been in operation since 1936. It has a capacity of 1.3 million 
kilowatts. Another giant, the Grand Coulee Dam in the State of Washing¬ 
ton, was begun in 1934 as a public works project during the depression. 
Completed in 1941, it is the world’s largest hydroelectric installation, with 
a capacity close to 2 million kilowatts. Plans and programs as formulated 
during the early fifties envisaged an eventual expansion of federally owned 
generating capacity to 46 million kilowatts. 

Initially, federal power production was a by-product of flood control, 
navigation, and reclamation projects. Gradually, however, the power as¬ 
pects of federal projects have come to overshadow the others, and the 
projected expansion was not limited to hydroelectric power but included 
steam-generating plants that would be available to “firm up” existing hydro¬ 
electric capacity in times of low water conditions. 

The advocates of the expansion of federal power claim that the large 
and growing power requirements of the country make federal activities 
in this field indispensable and that the multiple-purpose projects are of such 
nature that they cannot be developed by private concerns. They also insist 
that our priceless heritage of water resources should not be exploited for 
private gain and that federal installations make the power available to the 
consumers at lower prices than those charged by private agencies. 

The opponents of federal expansion in this field insist that the need for 
federal projects could be relieved if private concerns were given more 
adequate opportunities to meet the country’s power requirements. While 
they concede that there are multiple-purpose projects suitable only for 
public development, they are unwilling to grant the validity of the general 
proposition that there is a fundamental difference between water resources 
and others, say, agricultural and mineral ones, which are exploited by pri¬ 
vate agencies. They also point out that the lower price of federally pro¬ 
duced power reflects the lower cost of capital available to public agencies 
as well as the absence, in their case, of the burden of the income tax. The 
taxpayer, it is held, subsidizes the purchaser of federally produced power. 
This last point is often rebutted with these arguments: If the taxpayers 
subsidize the construction of federal installations, they create assets owned 
by themselves, or by the nation, and the corresponding increase in the na¬ 
tion’s assets has no counterpart when privately owned capacity is installed. 
Moreover, much of the recent expansion of private utilities was facilitated 
by accelerated amortization (see p. 513, below), resulting in what amounts 
to interest-free loans from the federal Treasury. 
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The opponents of federal expansion in this field also point out that the 
entry of private capital into suitable lines of hydroelectric power produc¬ 
tion should not be obstructed; that the government projects should be 
economical; and that private companies should be allowed to participate 
more freely in the operation of publicly constructed facilities and in the 
distribution of power generated by these. The law, as it stands, requires that 
federal power be sold ahead of others to the so-called “preferential” cus¬ 
tomers—states, counties, municipalities, and nonprofit co-operatives—but 
much of it is turned over to private utilities for distribution. 

The change of the national administration in 1953 marked a retrench¬ 
ment of federal activities in the field of power production. In a policy state¬ 
ment of the Department of the Interior, dated August 18, 1953, it was noted 
that “the primary responsibility for supplying power needs of an area rests 
with the people locally.” The Department, the statement announced, “will 
not oppose the construction of facilities which local interests, either public 
or private, are willing and able to provide.” Federal responsibility was 
recognized, however, for “multipurpose projects with hydroelectric de¬ 
velopments which, because of size or complexity, are beyond the means of 
local, public or private enterprise”; but such responsibility was chiefly lim¬ 
ited to the making of plans and recommendations, with the project to be 
undertaken by private utility companies. 


REGULATION OF NATURAL GAS 

It remains to discuss the regulation of natural gas, which has been an 
important issue in the general field of public utility regulation in recent 
years. 36 Natural gas is in large part a joint product of oil. Some twenty-five 
years ago it was considered of little value and much of it was burned as 
waste. In recent decades the consumption of natural gas has increased by 
leaps and bounds, and at the close of the 1950’s it replaced coal as the second- 
largest source of energy used in the United States. 

Some 50 per cent of the uncommitted reserves of natural gas are con¬ 
trolled by four large oil and gas companies. Some 3 per cent of the pro¬ 
ducers contribute over 90 per cent of the current supply of natural gas. 
Thus, the bulk of it is produced by the great oil companies in conjunction 
with their conventional operations. Subsequently it flows through pipe- 

36 See Richard Austin Smith, “The Unnatural Problems of Natural Gas,” Fortune , 
September, 1959, pp. 120 ff.; James W. McKie, The Regulation of Natural Gas (Wash¬ 
ington, D.C.: American Enterprise Association, 1957); Martin L. Lindahl, “Federal 
Regulation of Natural Gas Producers and Gatherers,” American Economic Review , 
Vol. XLVI, No. 2 (May, 1956), pp. 532-44. On the supply situation and reserves, see 
Lyon F. Terry and John G. Winger, Future Growth of the Natural Gas Industry 
(New York: Chase Manhattan Bank, 1957). 
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lines—which have reached 600,000 miles—and is then sold to the local 
utility companies. Approximately one half of the natural gas finds a use 
in the vicinity of the place where it has been found—in the growing petro¬ 
chemical industry of Texas, for example. The remainder is transported 
across state lines and sold in distant markets: the Midwest, Pennsylvania, 
New York, etc. 

Some pipeline companies are active also in the producing end and trans¬ 
port their own gas. Others buy it from the producers—largely the great 
oil companies—which then are referred to as “independents.” The natural 
gas industry is regulated by the Federal Power Commission in accordance 
with the Natural Gas Act of 1938, which is designed to protect the ultimate 
consumer of the product. To construct a pipeline, a company requires a 
certificate of public convenience and necessity. As rhe franchise vests it 
with monopoly power, the price which the pipeline company charges in 
interstate trade is regulated by the Federal Power Commission. 117 The price 
charged by the distributing utility company at the consumer end is subject 
to state regulation.* 8 

1 he question at issue is the regulation at the wellhead of the price of 
gas sold by the so-called “independent” companies to the pipeline com¬ 
panies. In a famous decision the Supreme Court has held that the price for 
such sales is subject to regulation by the Federal Power Commission.* 0 The 
Supreme Court has likewise held that the regulation by the Federal Power 
Commission may not be frustrated by state-fixed minimum wellhead prices 
—an alleged conservation measure—for natural gas sold in interstate com¬ 
merce. 10 

There have been repeated attempts to amend the Natural Gas Act by 
exempting the so-called “independent” producers from regulation by the 
Federal Power Commission or by modifying the regulation, but so far 
these have failed to accomplish their objective. Twice, in 1950 and again 
in 1956, bills containing such provisions were vetoed by the respective 
Presidents. President Eisenhower’s veto of the 1956 bill was motivated not 
by his disagreement with the substance of the bill but by his reluctance to 
approve a measure that had been promoted by “arrogant” and “highly ques- 


* 7 Regulation by the Commission docs not constitute a full-fledged exemption from 
the antitrust laws. For example, the Federal Power Commission in 1959 gave approval 
to the absorption, by a major pipeline company of the Southwest, of the only other 
major pipeline company west of the Rockies, although the merger was contested by 
the Department of Justice as a violation of Section 7 of the Clavton Act. The case is 
now before the federal courts. See also above, p. 378. 

:1H In accordance with the Hinshaw-Brickcr Amendment of 1954 to the Natural 
Gas Act, which overrode a Supreme Court decision of 1950 assigning regulation at the 
consuming end to the Federal Power Commission. 

39 Phillips Petroleum Company v. State of Wisconsin, 347 U.S. 672 (1954). 

40 Natural Gas Pipeline Company v. Panoma Corporation , 349 U.S. 44 (1955) 
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tionable” activities of lobbyists—a bribe of $2,500 having been offered to a 
member of the Senate. 41 

The majority of the Federal Power Commission, as then constituted, 
favored the exemption of the independent producers, and it assumed its 
regulatory functions only with great reluctance and after much delay. The 
Commission was swamped with thousands of applications and rate schedules 
but for years it did little to facilitate the early processing of these cases. 

Those who favor the exemption of the independent producers of natural 
gas from regulation insist that the production of natural gas is not a public- 
utility type of business. 42 The producers, they say, have no franchise, no 
right of eminent domain, and no assured rate of earnings. As neither the 
production of oil nor that of coal is considered a public-utility operation 
subject to regulation by the Federal Power Commission, the production of 
natural gas, a “luxury fuel,” should not be singled out for regulation. The 
persistent rise in natural gas prices at the wellheads does not reflect lack 
of cr^npetition but results from the fact that the oil industry in the United 
States operates under conditions of increasing cost. Those in favor of the 
exemption point out further that the price structure of the natural-gas 
industry does not lend itself to utility-type regulation, which allows a 
price composed of the cost of production plus a fixed percentage. With 
nine out of ten explorations unsuccessful, great risks are involved in the 
production of oil and natural gas. Allocating in part the cost of the unsuc¬ 
cessful operations to a product subject to regulation would pose serious 
difficulties, as would the related problem—insolvable by the rules of logic— 
of allocating the joint cost of producing oil and gas. Those who support 
the exemption emphasize that only about 10 per cent of the consumer price 
of natural gas accrues to the producer; that the regulation of the consumer 
price would compound the discriminatory treatment accorded in the past 
to the economy of the South (where much of the natural gas is found); that 
such regulation would discourage the expansion of natural gas production 
and lead to higher product prices; and that the Southern producers would 
rather retain the product within the confines of their own region than to sell 
it in the interstate market at regulated prices. 

Those who oppose the exemption of the independent producers from 

41 An industry group, which was not linked with this incident, was later revealed 
to have spent $>1,753,513 from October, 1954, to March, 1956, on a campaign designed 
to “inform the public.” Over 90 per cent of this was contributed by 26 large oil and 
gas companies. These then tried to deduct the respective amounts as “educational 
contributions” from their taxable income, but this was disallowed by the Internal 
Revenue Service. The matter was the subject of an investigation by a Special Senate 
Committee. New York Times , June 17, 1957. 

42 For a discussion of the pros and cons see, for example, the Hearings before the 
Senate Committee on Interstate and Foreign Commerce on “Amendments to the 
Natural Gas Act,” 84th Cong., 1st scss. (Washington, D.C.: U.S. Government Printing 
Office, 1955), pp. 10-28, 1113-56. 
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regulation by the Federal Power Commission want to protect the con¬ 
sumer against higher gas bills. They estimated in 1956 that the exemption 
would raise the cost of gas by $800 million a year, some $40 per average 
household using natural gas. In view of the expenses involved in discarding 
gas-burning facilities, the consumers could not respond to this increase in 
the price of gas by converting their heaters and other installations to coal 
or oil. The spokesmen of the consumers point out that regulation of the 
prices charged for natural gas by the local utilities to the consumers and 
of those charged by the pipeline companies to the local utilities is futile 
unless it is supplemented by the regulation of the price paid by the pipeline 
companies at the source of the product. Pipelines, they say, are no garden 
hoses that can be moved around at will. Instead, once they are constructed, 
they are immobile and have to obtain gas from the regional producers to 
stay in business. As their cost base is reduced every year by depreciation, 
they are compelled to expand their volume of business continuously to 
maintain their profits. The market for natural gas thus is a sellers’ market, 
of which the great oil companies, having so successfully practiced a policy 
of “price stabilization” in the case of oil, will make the most. Unless there 
is regulation of the prices the pipeline companies have to pay, they are apt 
to bid them up to unconscionable heights. 

In order to obtain long-term supply contracts, the pipeline companies 
have agreed in advance to escalator clauses that would raise (but not lower) 
the gas price in accordance with changes in the producers’ fixed costs and 
their state taxes. They have also signed so-called “most-favored-nation” 
clauses, under which the producer could raise the price of gas to the level 
attained in deals with other pipeline companies. 

It was pointed out further that higher gas prices resulting from exemp¬ 
tion from regulation would discourage marginal and industrial users of 
oas. Because of the slack of household demand during the summer season, 
these users fulfill the important function of stabilizing the business of local 
utilities and pipeline companies. If the higher price would divert these 
users to other fuels, the resulting unfavorable effects on the cost of the local 
utilities and pipeline companies would be responsible for an increase in 
consumer prices of gas much in excess of the differential that would accrue 
to the producers in the absence of regulation. 

The threat of regulation has by no means acted as a deterrent to the 
expansion of natural gas production nor has it caused an increase in the 
proportion of gas retained in the regions where it is produced. What these 
will retain is determined by other factors: the growth of population and of 
gas-using industries. As regards the administrative problem of having the 
Federal Power Commission handle the cases of some 6,000 producers, regu¬ 
lation, to be effective, need not cover the price schedules of all of them. 
Regulation could be limited to some 200 large concerns which contribute 
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over 90 per cent of the total supply of natural gas. If these are regulated, 
the prices of the small suppliers will follow in line. 


SUMMARY 

Water, gas, and electric works, and common carriers are businesses af¬ 
fected with a public interest. They often render better and lower-priced 
service if allowed to operate as monopolies. The importance of these enter¬ 
prises, their monopolistic character, and the fact that many of them owe 
their existence to franchises or certificates of convenience issued by public 
authorities: all account for their regulation by the government. 

Apart from the local and state agencies of control, various federal com¬ 
missions are active in this field. These organizations primarily have the func¬ 
tion of regulating the prices charged by the utilities and railroads to their 
customers. In doing this, they will endeavor to allow the concerns a fair 
return on the fair value of their property. The firms are permitted to formu¬ 
late price policies that include a good deal of discrimination. Of late, finan¬ 
cial policies of utilities and railroads other than those relating to prices have 
come to be more strictly supervised for the protection of users, investors, 
and the public at large. 

The development of new forms of transportation, all of which are sub¬ 
sidized by public authorities—as were the railroads—and the revival of 
water transportation, which likewise is heavily subsidized, have brought 
into the open the problem of transport co-ordination, i.e., of a consistent 
system of public transportation policies. 

Some of the more recent advances in the field of navigation have oc¬ 
curred in the form of multiple-purpose projects that render services con¬ 
sisting of navigation, flood control, electric energy, and other matters. The 
Tennessee Valley Authority is the principal example of such a multiple- 
purpose project. Problems arising from its operation include the allocation 
of joint costs among the various services and the proper determination of 
rates. There arc plans for similar development projects of other river val¬ 
leys. Since the thirties the TVA and other federal projects have produced 
an increasing amount of electric power. The question of whether, and at 
what pace, this policy should be continued has become an important politi¬ 
cal issue. 

Another important issue in the field of utility regulation is the question 
.whether the so-called “independent” producers of natural gas are under 
the jurisdiction of the Federal Power Commission. This question has been 
decided in the affirmative by the Supreme Court, but the Commission has 
done little to fulfill its responsibility, expecting Congress to exempt the 
producers from regulation. 
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The Independent Regulatory Commissions, New York, Oxford University 
Press, 1941. 

There is a growing technical literature on economic criteria for water power 
development. See Roland N. McKean, Efficiency in Government Through Sys¬ 
tems Analysis, New York, John Wiley & Sons, 1958; Otto Eckstein, Water 
Resource Development: the Economics of Project Evaluation, Cambridge, Har¬ 
vard University Press, 1958; J. V. Krutilla and Otto Eckstein, Multiple Purpose 
River Development: Studies in Applied Economic Analysis, Baltimore, Johns 
Hopkins Press, 1958. On the Tennessee Valley Authority see the report of its 
erstwhile chairman, David E. Lilicnthal, TV A: Democracy on the March, New 
York, Harper & Bros., 1944; also Gordon A. Clapp, The 'TVA: An Approach to 
the Development of a Region, Chicago, University of Chicago Press, 1955. On 
The St. Lawrence Seaway there is a study by T. L. Hills, New York, Frederick 
A. Pracgcr, Inc., 1959. 


STUDY QUESTIONS 

1. What is the nature of public utilities? 

2. Why are public utilities and transportation enterprises subject to regulation? 

3. Why have regulatory commissions been under attack in recent years? 

4. What criticisms have been made of the Federal Communications Com¬ 
mission? 

5. What is the substance of Smyth v. Ames ? 

6. What is the substance of the Hope Natural Gas decision of the Supreme 
Court? 

7. What is meant by “overcapitalization”? 

8. How are railroad freight rates determined? 
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9. Truce the recent development of mergers among railroads. 

10 . Trace recent regulatory developments in the field of railroad abandonment. 

11. Which railroads are more favorably situated economically and which rail¬ 
roads less? 

12 . What kind of passenger has become the typical railroad passenger? 

13. On what grounds do the railroads complain that other transportation enter¬ 
prises receive public subsidies? 

14. Is motor transportation publicly subsidized? 

15. Can a case be made for the vigorous expansion of water transportation? 

16. What was the issue in the controversy about rates charged by the St. 
Lawrence Seaway? 

17. What arc the arguments in favor of regulation of the prices charged by the 
independent producers of natural gas? 

18. What are some of the accomplishments of the Tennessee Valley Authority? 

19. What are the arguments of those who oppose federal water power develop¬ 
ment? 

20 . What has been the most important issue in the field of regulation in recent 
years? 



Chapter 

18 


GOVERNMENT FINANCE 


The finances of public authorities on the three levels of government 
are of great practical importance, because the amounts of money in¬ 
volved have increased enormously during the lifetime of this generation. 
Public expenditures a (feet the welfare of millions of people, and public 
revenues in the form of taxes now expose the incomes of practically all 
the people to a substantial drain. 

Public finances will be surveyed first from a vantage point which 
allows the student to view the whole picture. T his will be done by 
analyzing public budgets. In the section which then follows, there is a 
more detailed study of the various types of expenditures and revenues 
of the government. The chapter is concluded with a survey of the 
problems created by the growth of the public debt. 

PUBLIC BUDGETS 

Nature of Public Budgets . A budget is an account, made for a cal¬ 
endar or business year, of the proposed revenue and expenditure during 
such period. In democratic societies the budget, in its final form, is the 
result of legislative enactments. Protection of the citizen against arbi¬ 
trary taxation exacted by the executive branch of government was indeed 
one of the principal issues which ushered in representative government 
in the Western World. 

In the United States the federal budget, by far the largest of all public 
budgets, is prepared in the form of the so-called ‘‘executive budget” in the 
office of the President for the consideration of Congress. The agency 
entrusted with this preparatory budget is called Bureau of the Budget, 
a division of the Executive Office of the President. This Bureau holds 


4 ** 
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a division of the Executive Office of the President. This Bureau holds 
hearings and sponsors investigations into the anticipated needs of the vari¬ 
ous government departments. Its power over the purse strings is a great one, 
and its employees can promote certain programs by allowing them a larger 
estimate while pruning others. The results of its works are assembled and 
submitted by the President to the Congress early in January each year. This 
gives Congress ample time to enact appropriation and revenue bills for the 
next fiscal year, which starts on July 1. 

The various appropriation bills are first considered by subcommittees 
of the congressional appropriations committees which have jurisdiction 
over the function or agency which the appropriation is to serve. While 
revenue bills generally are considered by only one committee of the House 
and of the Senate, the distribution of the appropriation work among a large 
number of different subcommittees tends to make the exact determination 
of the sum of total expenditures a matter of chance. Since the mid-forties 
attempts have been made to have the budget-making work of Congress 
integrated by a joint budget committee that would set a ceiling on total 
expenditure for each budget year, but these attempts have not been success¬ 
ful. The appropriations committees tend to hold on to their powers over 
spending in the face of a substantial erosion of these powers. This has come 
about, first, as a result of “short cuts” used by regular legislative commit¬ 
tees, which, w hen authorizing expenditures, sometimes immediately pro¬ 
vide for their financing by authorizing the use of public debt receipts, the 
making of contracts, or other means of payment. The second factor which 
has gone far in removing congressional control over annual expenditures 
arises from the fact that many appropriations are made for projects whose 
completion requires more than a single year. This has brought carry-overs 
in the form of unspent appropriations available for future years whose size 
is estimated to equal the amount of the annual federal budget. As it is the 
President who has the authority to determine how much of the carry-over 
may be spent in a given year, it is he who in the last analysis determines 
the total amount of annual federal expenditures. 

There are various ways to manipulate the size of the budget. One of 
these is the substitution of long-term lease contracts for the construction 
of buildings and other facilities. Instead of the purchase price or the con¬ 
struction cost, the annual budget then only shows the relatively moderate 
amount of the rental. However, if the rentals are cumulated over the years, 
the savings may be more apparent than real. Another device is the handling 
of loans made by government corporations, the Export-Import Bank or the 
Federal National Mortgage Association, for example. If the loans are in¬ 
cluded among the government expenditure, as they are since 1947, total 
expenditure will be larger than it would be if the loans were considered as 
assets, to be turned into expenditures only if sold at a loss. 
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The British make a sharp distinction between the “budget above the 
line” and the “budget below the line.” 1 he former refers to the operating 
expenses of the government, and these are to be balanced by revenue. 1 he 
budget below the line includes the capital expenditures of the government, 
and these are on principle financed by borrowing. Basic to the distinction 
is the idea that the capital expenditures—for river developments, urban 
renewal projects, and many other purposes—are spent on the acquisition 
of assets that might or might not earn returns from which to service the 
debt. The proposal has at times been made to introduce a similar division 
into the federal budget, but thus far it has not been adopted. 

Another important distinction, that between the regular, or administra¬ 
tive budget and the “consolidating” or cash budget, will be reviewed pres¬ 
ently on page 461. 

Growth of Public Budgets. During the past century there has occurred 
an unprecedented increase in public expenditures and revenues. This has 
been due to inflation and the increase in population, urbanization, and in¬ 
dustrialization, as well as to the assumption, by the government, of many 
new functions, and to wars and depressions. The cost of government on 
the various levels has often been found to increase faster than population. 
This is so because public problems become more complex as the community 
or commonwealth grows and because new problems arise which did not 
exist when population was small. Moreover the assumption of new func¬ 
tions by the government manifests itself primarily in the form of social 
services which require disbursements. An early instance of this was public 
education, followed later by disbursements for the unemployed, the aged, 
the sick, and for other purposes. Wars have at all times taxed the financial 
resources of governments. As wars have become mechanized, draining the 
total resources of industrial economies, w artime expenditures have risen at 
a steep rate. 

The size of a large part of public budgets is in effect beyond the con¬ 
trol of either Congress or the Executive. An example is the interest on 
public debts: obligations have been incurred in the past on which the gov¬ 
ernment cannot renege. Moreover, there are many programs and policies 
responsible for expenses the actual amount of which depends upon the 
number of eligibles and applicants. Expenditures for veterans, social serv¬ 
ices, or the farm program are a case in point. Finally, while in a formal 
sense there is discretion regarding expenditures for such purposes as for¬ 
eign aid or defense, the exigencies of the time may be such as to effect!velv 
limit the discretion of the budget-making authorities and make all but 
mandatory a certain amount of spending. 

In connection with public expenditures, cynics will refer to Parkinson’s 
“First Law”—work expands so as to fill the time available for its comple¬ 
tion—which was later supplemented by his “Second Law 7 ”: expenditure 
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rises to meet income. 1 It is true, of course, that there is a lot of water in 
public budgets, but nobody knows the secret of how this is to be let out, 
or to change the metaphor, how to eliminate the fat without cutting into 
the muscle. 2 Indeed, many thoughtful persons feel concern about public 
budgets in quite a different way. They consider them Lot too large bur too 
small in the light of our huge wealth and income and relative to our p lvate 
spending (sec Fig. 48). They want our military strength to be seen id to 


Defense and Nondefense Government Expenditures in 
Per Cent of Gross National Product 

Pe/cent of GNP 

25 • 



FIG. 48. The expanded role of government relates mainly to national defense. Expenditures for 
civilian purposes have not increased substantially faster than the gross national product. From 
U.S. Department of Commerce, U.S. Income and Output , 1958, p. 4. 


none, and they insist on the need for larger public expenditures for educa¬ 
tion, health, housing, urban renewal, and other public purposes. Moreover, 
if our economic growth is properly accelerated, these observers see no need 
for substantial changes in the tax laws—apart from closing obvious loop¬ 
holes—since rising incomes spell tax revenues that rise at a faster rate. 3 

However this controversy may be settled, the past growth of public 


1 The First Law was enunciated in Economist , November 19, 1955, and later re¬ 
printed in C. Northcote Parkinson, Parkinson's Law and Other Studies in Administra - 
tion (Boston: Houghton, Mifflin Co., 1957). For the Second Law see the same author’s 
The Law and the Profits (Boston: Houghton, Mifflin Co., 1960). 

2 See Edwin L. Dale, Jr., Conservatives in Power: A Study in Frustration (New 
York: Doubleday & Co., 1960), pp. 61-78, for a review of the Eisenhower administra¬ 
tion’s efforts at reducing spending. 

3 See John Kenneth Galbraith, The Affluent Society (Boston: Houghton, Mifflin 
Co., 1958); Leon I I. Keyserling, “The Case for a Big Budget,” New York Times Maga¬ 
zine, February 3, 1957, pp. 10 ff. 
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budgets is impressive, especially if attention is concentrated on public ex¬ 
penditures. Owing to the increase in borrowing, mainly during the war 
and mainly on the federal level, public expenditures have risen considerably 
faster than public revenues. Table 27 shows all public expenditures, by 
federal, state, and local authorities, in per cent of personal income. While 
before the Great Depression public expenditures fluctuated in the neigh¬ 
borhood of 10 per cent of personal income, they rose close to 25 per cent 
during the thirties and reached over 60 per cent at the peak of World War 
II. Since then they have fallen, but the defense expenditures which reflect 
current international unrest keep them above the level prevailing during 
the thirties. 


TABLE 27 

Government Expenditures in Percentage of 
Personal Income, United States, 1929 59* 


1929. 

. 12 

1940. 

. 23 

1950. 

. 27 

1930. 

. 15 

1941. 

. 30 

1951. 

. 31 

1931. 

. 12 

1942. 

. 52 

1952. 

. 35 

1932. 

. 22 

1943. 

. 63 

1953. 

. 35 

1933. 

. 23 

1944. 

. 62 

1954. 

. 33 

1934. 

. 24 

1945. 

. 54 

1955. 

. 32 

1935. 

. 22 

1946. 

. 26 

1965. 

. 31 

1936. 

. 22 

1947. 

. 22 

1957. 

. 31 

1937. 

. 20 

1948. 

. 25 

1958. 

. 28 

1938. 

. 24 

1949. 

. 29 

1959. 

. 29 

1939. 

. 24 






* Survey of Current Business, National Income Supplement, July 1947, pp. 20 .23; July, 1948, 
pp. 16, 18; and passim. 


The Federal Budget. The increase in public budgets on all levels of 
government reflects principally the growth of the federal budget. Federal 
revenues have risen from $6 million in 1789 to $500 million in 1900, $5 bil¬ 
lion in 1937, $45 billion in 1945, and $79 billion in 1960. Federal expendi¬ 
tures likewise rose from 6 million in 1789 to $500 million in 1900. In 1937 
they were $8 billion, and in 1945 they reached $99 billion. In 1960 they still 
stood at $78 billion. In the past, federal deficits were unusual; and moderate 
surpluses were considered normal. Beginning during the thirties, deficits 
ranging from $1 billion to $56 billion came to be the rule. This continued 
for seventeen years until the fiscal year of 1947, when a surplus of close to 
$1 billion was earned. In the fiscal year 1948 the surplus rose to $8 billion. 
Only once before—in 1927—had there been a surplus in excess of $1 billion. 
The fiscal year of 1950 brought a surplus of over $3 billion. Since then, 
deficits became again the rule. From 1951 to 1960 there were deficits in 
seven and surpluses in three years (see Fig. 49). 

All the foregoing calculations are in terms of the so-called “administra¬ 
tive budget”; that is, one which shows revenues and expenditures rather 
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than cash flows of funds to and from the Treasury. Unlike the “cash 
budget,” the administrative budget, for example, includes accrued or de¬ 
ferred government payments to the public, such as interest on savings bonds 
whose redemption value has increased. The administrative budget also in¬ 
cludes interest on government securities held by government trust funds, 
while it excludes cash contributions by, and payments to, such trust funds. 
Thereby are excluded from the administrative budget the operations of 
such trust funds as the old age and survivors, unemployment, and highway 
trust funds. The transactions of these trust funds are substantial, and the 
cash budget is now much larger than the administrative budget. For the 
fiscal year 1961, for example, the estimates for revenues and expenditures 
in the administrative budget are $84 billion and $80 billion, respectively, 
whereas in the cash budget they amount to $102 and $96 billion, respec¬ 
tively. From the point of view of fiscal policy it is of course the cash budget 
and not the administrative one which is of significance. 

Receipts and Expenditures of the Federal Government 



FIG. 49. In three years shown here, federal receipts exceeded expenditures. In the other years, 
expenditures exceeded receipts. From Statistical Abstract of the United States , 1960, p. 365. 

While the administrative budget may show a surplus in a given year, 
the cash budget may incur a deficit, and vice versa. In the 1950’s, the cash 
budget showed a deficit in six years, a surplus in three years, and in one 
year revenues and expenditures were about the same. 

State Budgets. While the combined state budgets are considerably 
smaller than the federal budget, they have in recent years increased at a 
faster rate than the latter, doubling during the 1950’s and exceeding $30 
billion in 1960. In some states, constitutional provisions operate against the 
assumption of debts and thus make it unlawful for legislatures to incur ex- 
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penses in excess of current revenues. However, rising expenditures in the 
face of relatively stable tax yields have made the financial position of a 
number of states a precarious one. At times, the politically conditioned in¬ 
ability of the state of Michigan to meet current obligations when due has 
made the headlines. The total amount of outstanding state debts was three 
times at the end of the 1950’s what it had been at their beginning. 

Local Budgets. Local budgets, that is, those of counties, cities, towns, 
townships, school districts, and special districts have risen at about the 
same rate in recent years as the state budgets, and they add up to approxi¬ 
mately the same amount as those of the states, with the cities supplying 
some 50 per cent of it. The budget of the city of New York is larger than 
that of any state or other political subdivision; being in the neighborhood 
of $2 billion, it is generally the second-largest public budget in the country, 
outranked only by that of the federal government. The financial position 
of many local governments is under a similar strain as that of the states, and 
they are constantly looking for new sources of revenue. The total of their 
outstanding debts rose from two to three times during the 1950’s. 

Federal, State, and Local Budgets Compared. In view of the stringency 
of the financial resources of the state and local governments, these are 
loath to assume new functions as they can fulfill the existing ones only 
with difficulty. In the absence of a thoroughgoing reform of state and local 
finances—which is not in sight—it is thus only the federal government, 
with its incomparably greater financial strength, that can undertake or 
finance new programs and policies that run into money. Whenever new 
programs or policies are under consideration, the suggestion that they be 
assigned to the state and local governments rather than to the federal gov¬ 
ernment serves as a cloak for turning down the proposed programs or 
policies. The same is true of proposals to assign federal functions to the 
lower governments. 

This has not always been the case. Until the Great Depression with its 
attending increase in federal activities, local budgets absorbed some 50 per 
cent of all public budgets, compared with some 20 per cent now. The re¬ 
maining 50 per cent was distributed among the states and the federal gov¬ 
ernment, with the latter’s budget about twice as large as that of the states. 
The year 1928 marked a turning point. Federal expenditures rose from 26 
per cent of all public expenditures in 1928 to 44 per cent in 1938 and reached 
92 per cent during the war in 1944. Since then they have fallen, to 70 per 
cent in 1954 and to 57 per cent in 1960. 

The rise in federal finances demonstrates the national character of many 
problems with which modern economic policy must cope. The depression 
was nation-wide in its incidence. Economic programs were formulated to 
handle conditions and situations which extend over the boundaries of states 
and localities. World War II again taxed the resources of the whole nation. 
But, as noted before, it is not only the national character of economic prob- 
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lems that has been instrumental in promoting the growth of federal finance; 
also important arc certain features of the state and local governments which 
limit their spending power. Public spending requires taxation or borrowing. 
But the most productive sources of revenue are reserved for the federal 
government, including those taxes which are most progressive and thus vlo 
not discourage the rate of spending as much as state or local taxes would do. 
Moreover, as has been seen, there are definitive limits, legal and economical, 
to the extent to which governments of the low er order can rel\ upon bor¬ 
rowing. Benefits from spending tend to be diffused over a region that ex¬ 
tends beyond the boundaries of states and localities. A policy of borrowing 
and spending would place the burden of the debt squarely on the shoulders 
of the inhabitants of the state or locality, while incomes would be generated 
that accrue to a much w ider group. 

There is much need for the co-ordination of the financial policies of 
government on the three levels. This relates, for example, to multiple taxa¬ 
tion; that is, the taxation of the same transaction or condition by several 
states. For example, a corporation which does business in more than one 
state has to pay business taxes in each of them. The bases on which these 
taxes are levied in the various states may well overlap; and if the luck of 
the corporation is an especially poor one, the sum of the bases may exceed 
its entire net income or its capital stock. Similarly, motor vehicles doing 
business in more than one state are subject to a variety of license fees and 
taxes levied on the basis of ton-miles of travel within the states. 

Just as co-ordination is required to avoid an excess of multiple taxation, 
so it is needed for the elimination of interstate trade barriers which restrain 
the flow of commerce among the states. Such barriers are often established 
in the form of taxes or licenses which, in effect, discriminate against out-of- 
state producers. Similarly undesirable results are brought about by the sani¬ 
tary and traffic regulations of some states. There are restrictions on the 
length, weight, and load of various vehicles, especially of trucks, which are 
checked at “ports of entry.” Sometimes such regulations, in effect, prevent 
the admission of certain types of trucks and of the goods which they carry. 
Sanitary regulations may be so cumbersome on foodstuffs produced out¬ 
side the state borders that it does not pay to import them. Barriers of this 
sort had multiplied during the depression of the thirties. Although a relaxa¬ 
tion of the restrictions was noticeable during the forties, not a few of them 
have survived to this day. 

Fiscal Policy . The attainment of co-ordination among federal, state, 
and local financial policies is a foremost task of fiscal policy. Fiscal policy 
in general can be defined as an economic policy that considers public 
finances in their relationship to national income, employment, and the price 
level. Emphasis on this relationship is of comparatively recent origin. It has 
come to the fore in conjunction with the growth of public budgets, a de¬ 
velopment that has turned them into important determinants of incomes 
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and prices. In the past the interest of economists had been concentiated on 
the revenue aspects of taxation. Later on, taxes were recognized as instru¬ 
ments of control that might promote or retard specific economic activities. 
Still later, and only very recently, the study of the specific effects of taxa¬ 
tion was supplemented by that of the over-all consequences of public ex¬ 
penditures. This was in no small measure the result of the increasing concern 
caused by the violence of economic fluctuations. Taxes, so it came to be 
believed, should be reduced during depression in order not to add to the 
curtailment of private expenditures. Contrariwise, private expenditures 
might then well be supplemented by more liberal spending on the part of 
the government. Budgetary deficits thus came to be an accepted policy on 
the federal level during the thirties. 

However, during periods of boom and prosperity, policy must change. 
Drastic taxation then is needed to absorb purchasing pow er which, in the 
face of fully employed resources, could be used only for bidding up prices. 
Public spending has to be curtailed as much as is feasible. Thrift in govern¬ 
ment becomes the watchword of the hour. 

Fiscal policy thus requires co-ordination and flexibility. Without co¬ 
ordination, there is danger that the various governmental authorities’ opera¬ 
tions will work at cross-purposes and thereby defeat the ends of over-all 
fiscal policy. Flexibility is needed in order to adapt fiscal policy to the re¬ 
quirements called for by the changing level of economic activity. If the 
need for flexibility is recognized, the question arises whether principal em¬ 
phasis should be placed on variations in taxes or in public expenditures. 
There are difficulties inherent in both methods. Changes in tax policy are 
not quickly accomplished. Some expenditures are in the nature of fixed 
charges, and others may be determined by requirements considered more 
important than sound economic policies. 

Fiscal policy finally requires changing emphasis on different types of 
taxation, depending on the general economic situation. In times of depres¬ 
sion, it is advisable to rely more heavily on taxes that discourage the rate of 
saving rather than that of consumption. This is so because depressions, as 
has been seen, are characterized by deficient expenditures for investment. 
If savings are not put into investments, they can be taxed relatively more 
heavily without adverse consequences on the general level of expenditures, 
incomes, and employment. Emphasis on taxes that would cut into the con¬ 
sumption of the taxpayers w'ould be misplaced under such circumstances, 
because this w ould further reduce incomes and employment. In periods of 
prosperity, on the other hand, less restraint commends itself with respect 
to taxes that reduce the rate of consumption. On the contrary, such taxa¬ 
tion, bv encroaching upon consumer spending, exerts a whoiesome influ¬ 
ence on the level of prices. Since resources are fully employed during such 
periods, the public cannot, by means of price offers, stimulate increased 
production. 
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PUBLIC EXPENDITURES 

Federal Expenditures. The composition of federal expenditures bears 
out the statement that many disbursements are determined by considera¬ 
tions whose importance goes beyond the aims of economic policy. Close to 
four fifths of total expenditures reflect past and present international in¬ 
stability. Requirements for national defense call for almost three fifths of 
total disbursements; benefits for veterans amount to 7 per cent. Interest on 
the public debt, incurred primarily during World War II, but rising on 
account of refinancing at higher rates, requires an outlay of 12 per cent. As 
Table 28 indicates, the disbursements for domestic public functions, such 
as housing, health, and education, are dwarfed by these amounts. 

TABLE 28 

Per Cent Distribution of Federal Expenditures, 

Year Ending June 30, 1961* 


Major national security. 56 

Interest. 12 

Agriculture. 7 

Veterans services and benefits. 7 

Labor and welfare. 6 

International affairs and finance. 3 

National resources not agricultural. 3 

Commerce and housing. 3 

General government. 3 

Total.100 


* The Budget of the United States Government for the Fiscal Year Ending 
June 30 , l%l (Washington, D.C.: U.S. Government Printing Office, 

1960 ). 

State Expenditures . The expenditures of the states reflect in their com¬ 
position the various functions of state government. Owing to the diversity 
of conditions within a state, a large part of state expenditure, approximating 
one third of the total, is devoted to aid for lower governmental units. An¬ 
other large portion is paid into trust funds serving special purposes, espe¬ 
cially in the field of social insurance. Next in size are disbursements for the 
construction and maintenance of highwavs. Expenditures for public wel¬ 
fare, debt service, health, and hospitals follow in importance. 

Local Expenditures . The largest part of local expenditures is for schools, 
followed by debt service, highways, public welfare, and a large variety of 
public functions served by the local governments. 4 The pressure for in¬ 
creasing expenditures on the state and local level, which has been so notice¬ 
able in recent years, arises, first of all, from inflation, and, second, from the 

1 See U.S. Bureau of the Census, Governmental Finances in 1958 (Washington, 
D.C., 1959). 
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vigorous growth of population that has occurred since the early 1940’s (see 
Fig. 50). Once the newcomers have reached the productive age, they can 


Public Employment 



FIG. 50. While federal employment has been relatively stable, the number of employees of the 
state and local governments has been rising sharply in recent years. From Statistical Abstract of 
the United States, 1960, p. 402. 

contribute to the cost of government, but in the meantime they need schools 
and teachers. Another important cause of financial trouble has been the 
movement to the suburbs.' Moreover, the residents whose average income 
ts invariably higher than ten or twenty years ago, expect better services 
from the local governments, and these run into money. 


PUBLIC REVENUES 

Types and Significance of Public Revenues. The principal types of pub¬ 
lic revenues are taxes, receipts from other governments, earnings of public 
enterprises, fines, and fees. Fines and fees, together with licenses special 


See above, p. 321. 
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assessments, and other payments that are small in the aggregate are often 
collectively referred to as administrative revenues. 

The definition of the various types of administrative revenues is no 
easy matter. Fines are levied by public authorities for violations of the law. 
Fees arc payments for special services. License charges are closely related 
ro fees; they are paid in return for the grant of a permit by p lblic authori¬ 
ties. Special assessments are levied by local governments on properties which 
derive special benefits from public improvements. 

Compared with taxes the significance of all othe types of public reve¬ 
nues is small, especially it. the case of the federal government. Administra¬ 
te e revenues, earnings of public enterprises, and aids from other govern¬ 
ments assume an importance that gradually increases with the lower levels 
of government. 

The Federal Tax System. During most of the nineteenth century, re¬ 
ceipts from customs duties represented the bulk of federal tax revenues; 
but already during its second half, other taxes, collectively called “internal 
revenue,” began to come to the fore. They then, in the main, were com¬ 
posed of various excise taxes on distilled spirits, fermented liquor, and 
tobacco. During the tw entieth century, customs receipts, though stable in 
terms of dollars, declined rapidly in importance. After the failure of earlier 
attempts at income taxation. Congress in 1909 proposed a Constitutional 
Amendment w hich was adopted in 1913 and became Article XVI of the 
Constitution. The amendment was needed because the Supreme Court, in 
1S95, had held a federal income tax unconstitutional because of the absence 
of apportionment among the several states in accordance with their popu¬ 
lation.^ Such apportionment the Constitution required for “direct’’ taxes. 
The amendment provides that “Congress shall have the power to lay and 
collect taxes on incomes, from whatever sources derived, without appor¬ 
tionment among the several states, and without regard to any census or 
enumeration.” This opened the way for the taxation of incomes; and since 
then the income tax has assumed an ever-increasing importance, over¬ 
shadowing all other sources of federal tax revenue. Excise taxes continue to 
be levied, and since the enactment of the Social Security Act in 1935 they 
have been supplemented by taxes on payrolls. The composition of federal 
tax revenue throughout the more recent decades is shown in Table 29. 

The Tax Systems of the States. While the income tax is the backbone 
of the federal tax system, that of the states is characterized by the prepon¬ 
derance of taxes on sales and gross receipts. Next in importance are pro¬ 
ceeds from payroll taxes levied for purposes of unemployment compensa¬ 
tion. However, these receipts, unlike ordinary tax revenue, are not available 
for general governmental purposes and are placed in a trust fund Income 
taxes play a relatively minor role; together with property taxes and receipts 

6 Pollock v. Farmers' Loan and Trust Company , 157 U.S. 429 (1895); 158 U.S. 
601 (1895). 



TABLE 29 

Percentage Distribution of Federal Receipts, by Sources of Revenue, by Decades, 1901-50, 

and Annually, 1951-59* 
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for licenses and privileges they absorb the bulk of the remainder. 7 The per¬ 
centage distribution of state tax revenues is given in Table 30. 

TABLE 30 

Percentage Distribution of State Tax Revenues, 

1958* 


Sales and gross receipts: 

General sales, use, and gross receipts. 23 

Motor vehicle fuels. 20 

Alcoholic beverages. 4 

Other. 12 

Motor vehicle licenses. 9 

Corporation income. 7 

Individual income. 10 

Property. 4 

Poll taxes and miscellaneous. 11 

Total.100 


* U.S. Bureau of the Census, Governmental Finances in 1958 (Wash¬ 
ington, D.C., 1959), P- 15. 

The search for new revenue has been responsible for the spread of the 
sales tax among the states, for taxes on gasoline and on cigarettes, and for 
increasing rates of taxation in these fields. As of the summer of 1960, there 
were sales taxes in some 34 states, the rates ranging from 2 to 4 per cent. 
Gasoline taxes were from 5 to 7 cents per gallon, and cigarette taxes from 
2 to 8 cents per package. 

Some thirty-three states have introduced the income tax, and the spread 
of this tax has created a number of problems. Most states tax the income 
of residents as well as that part of the income of nonresidents which is 
received from sources within the state. In matters of deduction and in other 
ways, nonresidents often are not treated as well as residents. Usually, the 
double taxation of the same income by two states is avoided by reciprocity 
agreements under which the tax paid by a nonresident may be deducted 
from the tax payable to the state of his residence, but if no income tax is 
levied by the latter, no such relief is offered. This is the situation, for ex¬ 
ample, for residents of New Jersey or Connecticut who w r ork in New York: 
New York State has an income tax, but New Jersey and Connecticut do 
not. 

There are large variations in the burden of the state taxes on the resi¬ 
dents of the various states. In 1959, the per capita state taxes amounted to 
$92 for the whole country, but the range extended from $150 in Delaware 
and $149 in the state of Washington to $56 in Nebraska. 

The tax revenue of the states is supplemented by grants from the federal 


7 These receipts are properly considered taxes and not administrative revenues, 
because they exceed by far the cost of the service rendered. Most important among 
them arc motor vehicle and and liquor licenses. 
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government for a number of purposes, including highway construction and 
social security programs. Approximately 12 cents of $1 of federal tax reve¬ 
nue is so spent. As of 1959, no state receives in the form of grants a larger 
amount than it contributes to federal taxes, although in the case of a few 
states the excess of federal taxes is small. The state of California ranks first 
in terms of grants and second in terms of contributions to federal taxes; 
the state of New York contributes more in taxes to the federal government 
than any other state, and it holds second rank in terms of grants received 
from the federal government. In per capita terms, grants vary from $226 
for Alaska to $29 for New Jersey. 

A matter of controversy among the various states relates to proposals 
to have the federal government relinquish certain taxes which then would 
be taken over by the states and used to finance functions now aided by fed¬ 
eral grants. Such a change would affect favorably some states and un¬ 
favorably others. For example, if the federal government would cede the 
federal gasoline tax to the states, as has often been proposed, some Western 
states with large territories and small population would suffer a loss in reve¬ 
nue, the amount of federal aid to highway construction exceeding what 
they can hope to raise through gasoline taxes. Thus, these states will resist 
such a change, while other states, being in a different position, would favor 
it. 

The states hope to take over the federal tax on local telephone service, 
which yields more than $700 million a year, but so far the federal govern¬ 
ment has held on to it. 

Local Tax Revenue . Local tax revenue is primarily derived from prop¬ 
erty taxes. These contribute the great bulk of all local tax revenues. Addi¬ 
tional amounts are vielded from taxes on specific businesses and from sales 
taxes. A few localities have introduced taxes on income and payrolls in 
search of new sources of revenue. 

The rise of slum areas has depressed property values in many cities. 
To maintain the yield of the property tax, tax rates have been raised. In 
the city of Boston, for example, the assessed valuation has been declining 
throughout the second part of the 1950’s, the total falling to the level of the 
mid-forties. At the same time, the rate has risen to $100 per $1,000 of as¬ 
sessed valuation. Similar examples can be given of other cities. As property 
tax yields have failed to rise commensurately with inflation, federal and 
state aid to the cities has been increasing faster than their tax revenue. Taxes 
now produce about 60 per cent of revenues. 

The financial position of the cities is aggravated by the maldistribution 
of political power in many state legislatures, which have overrepresentation 
of the rural and underrepresentation of the urban interests. In Florida, for 
example, ten counties with 78 per cent of the population which pays 80 per 
cent of the state taxes are represented only with 25 per cent in the legisla- 
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ture. Again, the example could be multiplied with illustrations from many 
other states. As a result, the state legislatures tend to pay more attention 
to rural than to urban problems, and when they allocate grants to the local 
governments, they will tend to favor the rural areas. 

Nature of Taxes. In the foregoing discussion a number of references 
have been made to various taxes. It is now necessary to define taxes and to 
point out several criteria with whose help they may be classified. Taxes can 
be defined as compulsory payments to public authorities which levy them 
for public purposes. Unlike fees or service charges, taxes are not paid in 
consideration of specific services rendered to the payer. Their payment is 
a duty imposed on the citizen, sanctioned by the law of the land which 
sets up a machinery for the enforcement of the tax system and imposes 
penalties on those who refuse to abide by its rules. 

As repeatedly noted, taxes are levied for revenue and control. Control 
may mean regulation of specific activities or of the level of over-all eco¬ 
nomic aggregates. Traditionally the revenue aspect of taxation has been in 
the foreground of attention, and indeed, in the absence of borrowing or the 
issue of money bv the government, taxes are needed to yield revenue re¬ 
quired for the fulfillment of government functions. In the great majority 
of all cases, it is impossible to finance these by exacting a multitude of pay¬ 
ments from the citizens in return for the specific benefits they receive. 
Sometimes the benefits are diffused in such a way that the identification of 
special beneficiaries is not feasible. In other instances, justice requires that 
benefits are provided regardless of payment; and in still other cases, benefits 
are granted with the view of having them financed by groups other than 
those composed of the beneficiaries. While in a given instance these con¬ 
siderations mav overlap, defense activities of the government are primarily 
an example of the first type; police protection, of the second; and poor 
relief, of the third. 

Types of Taxes. There arc several criteria at hand with whose help 
taxes may be classified. Such criteria include the object of a tax, the type 
of government that levies it, the specific or general character of the purpose 
for which it is levied, its shiftability and incidence, and the proportionality 
or progressiveness of the tax rate. 

1. All taxes have as an object transactions or conditions that are con¬ 
nected with income, property, the enjoyment of special rights, and the 
activities of specific business enterprises. 

Income. The receipt of income, gross or net, may be an object of taxa¬ 
tion, as it is in the case of the individual and corporate income tax. Specific 
types of income, wages, for example, are the object of other taxes, such as 
the payroll taxes levied under the provisions of the Social Security Act. 

Property. The mere ownership of property may be the object of the 
tax, as in the case of property taxes. Sometimes the receipt or transfer of 
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property is the object of a tax. Of this, gift, inheritance, and estate taxes 
arc examples. Or the object of taxation is the importation, sale, purchase, or 
use of commodities. These taxes are called duties, excises, sales, and use 
taxes. 

Enjoyment of Special Rights. The exercise of special rights, such as the 
use of a motor vehicle or the sale of liquor, may become the object of taxa¬ 
tion. The resulting taxes arc called license taxes; they differ from ordinary 
license charges since these generally do not exceed the cost of the govern¬ 
mental service represented by the grant of the license. The enjoyment of 
special rights is often taxed if the exercise of the right increases the financial 
burden carried by the community. The use of motor vehicles requires out¬ 
lay for highways; the sale of liquor eventually increases the work load of 
the police force. 

Activities of Specific Business Enterprises. The banks, railroads, public 
utilities, and insurance companies are exposed to a variety of special levies. 

2. As has been seen, taxes are imposed by the federal, state, and local 
governments. A very few taxes are levied exclusively by one government; 
many arc collected on all three levels, although their significance varies 
with each level. Income taxes arc the most important source of federal tax 
revenue, but income taxes arc also levied by the states and a few localities. 
Sales taxes, in the form of excises or general sales taxes, are likewise levied 
on all three levels, but nowhere else are they as important as in the state 
budgets. Property taxes produce revenues for the states and localities, but 
their significance is greater for the localities. 

Because of constitutional limitations the various governments arc re¬ 
strained in the levy of certain taxes. Direct federal taxes must be appor¬ 
tioned among the several states in proportion to their respective popula¬ 
tions; but this rule, as noted, is modified in favor of the federal income tax. 
Indirect federal taxes must be uniform throughout the United States. Ex¬ 
ports must not be taxed. One government cannot tax the property or in¬ 
strumentalities of another, although it is now’ recognized that it can tax the 
salaries of the employees of other governments. 8 

State constitutions often contain limits that restrain the taxing power 
of the state. They frequently fix the maximum rates that may be levied on 
property. The right to tax is usually exclusively reserved for the state legis¬ 
lature; when it is exercised by the local governments, their power is a dele¬ 
gated one. 

3. While most taxes are designed for general governmental purposes, 
some taxes are intended to produce revenues that are earmarked for specific 
purposes. Examples are the various motor vehicle fuel and license taxes; 
their proceeds arc usually designed for the construction and maintenance 
of highw ays. Another example of special-purpose taxes are the payroll taxes 


' s Gi\n cs v. O'Keefe , 306 U.S. 466 (1939). 
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levied under the Social Security Act; they are intended to finance specific 
social security programs. 

4. Traditionally the shiftability of a tax is used as criterion for classify¬ 
ing it as a direct or an indirect one. A direct tax cannot be shifted by the 
payer to others; or, at least, such shifting is not intended by those w ho levy 
the tax. An indirect tax is usually levied with the intention of having it 
passed on by the payer to other persons. Income taxes are the principal ex¬ 
amples of direct taxes; sales taxes and customs duties are indirect taxes. The 
distinction, useful as it may be for some purposes, must not be employed 
as a basis of far-reaching decisions. Often the shiftability of a tax is uncer¬ 
tain or can only be determined on the basis of unduly restrictive assump¬ 
tions. 

The location of the final burden of a tax is called its incidence. Thus 
the incidence of a direct tax is on the payer, while that of an indirect tax 
is borne by another person. 

Taxes on commodities and, in a sense, also taxes on property may be 
considered indirect, because sales taxes can often be passed on—in part or 
in full—to the consumer and property taxes to a tenant in the form of 
higher rents. Presumably, future property taxes are also shifted to the pres¬ 
ent owner when he sells the property; the price he receives is reduced by 
the capitalized value of future tax liabilities. It is, however, easier to shift a 
tax that applies only to a specific kind of property than a general property 
tax. The principal direct taxes are those on incomes, but the whole matter 
of shifting and incidence can be analyzed only on a level of abstraction too 
high to warrant its inclusion in this book. 

5. The tax rate, that is, the measure that is applied to the tax base, may 
be proportional or progressive. The rate may be expressed as a percentage 
of a sum of money. If the rate goes up as the value of the tax base—income, 
property, etc.—increases, the tax is progressive. If it remains constant re¬ 
gardless of a change in the value of the base, it is proportional. Nominally, 
taxes rarely are regressive in the sense that rates would fall as the base 
widens. But regression, progression, or proportionality may be related not 
only to the tax base but also to other relevant magnitudes. A sales tax, for 
example, is generally a tax proportional to the value of the purchase. But it 
will tend to be regressive in terms of the taxpayers’ incomes, absorbing a 
larger proportion from the poor and a smaller from the rich. 

The criteria of progressiveness, regressiveness, or proportionality may 
be applied to one tax in isolation, a number of taxes, or to the tax system as 
a whole. In this sense the progressiveness of the tax system or its absence 
is related most generally to the incomes of the taxpayers. A tax system 
may be progressive within certain income ranges of the taxpayers and re¬ 
gressive within others. In the United States the tax system has gradually 
become more progressive (or less regressive) as the importance of the fed¬ 
eral income tax and of federal taxation in general rose relative to the sales 
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and property taxes of the states and localities. The federal tax system is 
more progressive than those of the lower governments. 9 

The distinction between progressive and other taxes is important be¬ 
cause progressive taxes cut more deeply into monies that otherwise would 
be saved, while regressive or proportional taxes will be paid to a larger 
extent out of funds that in the absence of the tax would be spent for con¬ 
sumer goods. This difference must be considered in the formulation of 
fiscal policy. Apart from this, progressive taxation is taxation that tends to 
impede further concentration of wealth and income and thus, in a sense, 
promotes economic equality. For this reason, progressive taxation is con¬ 
sidered just. 

Justice in Taxation . People will agree that taxes ought to be just, but 
there is much dissension about the proper criterion of justice in taxation. In 
the past, it was often believed that taxes should be levied in proportion to 
the benefits received by the taxpayer from the government. Benefits, how¬ 
ever, are of such nature that they are rarely measurable and, as noted, tend 
to be diffused among the citizenry at large. Public revenues levied in ac¬ 
cordance with the principle of benefits received are more properly called 
“fees,” not taxes. As a principle of taxation, “benefits received” cannot be 
regarded as operational. 

The more modern view is perhaps best characterized by Emerson’s 
saying that “the weight of taxes must be calculated not by what is taken, 
but by what is left.” This statement implies that principal emphasis should 
be placed on the taxpayer’s ability to pay, determined by his wealth, or, 
because wealth may not be liquid, by his income or spending. It is the prin¬ 
ciple of ability to pay that has been most important in promoting progres¬ 
sive income taxation in modern societies. Taxpaying ability is said to rise 
faster than income; a person earning an income twice as large as that of 
another is able to pay more than twice the other’s tax. He is able to do this 
because consumption expenditure absorbs a smaller proportion of income 
as incomes rise. This is true, however, only in the mass and on the average. 
Specific individuals may well behave in a different manner. 

A universal principle on which to base progressive income taxation 
might, so it seems at first glance, be found in the notion that taxation should 
involve a minimum of sacrifice. Thus it might be argued that the sacrifice 
imposed on the rich by the levy of taxes is out of proportion to the sacri¬ 
fice to which such payment exposes the poor. Therefore, if sacrifices are to 
be minimized, it is the rich on whom the tax collector should call first, 
turning to the poor only to the extent to which the resources of the rich 
fail to suffice. But the minimum-sacrifice principle postulates the possibility 
of interpersonal measurements of utility and disutility. Some will insist that 
the admission of this possibility is as unscientific as the judgment stating 

** See, however, Robert J. Lampnian, “How Progressive is Our Tax System?” 
Commentary, September, 1959, pp. 223-30. 
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that Emily is three and a half times as beautiful as Helen, or a complaint 
that my shoe pinches two and three fourths times as badly as somebody 
else’s. 10 Moreover the minimum-sacrifice principle is rooted in the errone¬ 
ous belief in a much more rapidly falling marginal utility of money than 
the principle of diminishing marginal utility makes plausible. The latter, in¬ 
deed, implies that the last dollar of an income of $10,000 carries less utility 
than the last dollar of $1,000; but from this it docs not follow that the last 
$10 of a $10,000 income provide less satisfaction than the last dollar from 
a $1,000 income. 11 This, however, would have to be assumed if the prin¬ 
ciple of diminishing marginal utility of money were to be made the founda¬ 
tion of progressive income taxation. Still another objection to the minimum- 
sacrifice principle can be derived from the fact that this argument, if 
followed to its logical conclusion, would result in full equalization of 
incomes. 

Such a drastic result, indeed, would be considered undesirable by many 
w ho w'ould favor greater equality. But those who w elcome a certain level¬ 
ing process will endorse progressive taxation, regardless of the minimum- 
sacrifice principle. Others will insist that progressive taxation is especially 
appropriate in wealthy societies w hich can afford to stimulate the rate of 
consumption by taxing and by spending; still others point out the special 
usefulness of progressive taxation during periods of depression: when the 
level of investment falls, there is little need for encouraging the rate of 
saving at the cost of the rate of consumption. 

In various ways, economic science offers a foundation, albeit a fragile 
one, for progressive taxation. In the last analysis the question involves value 
judgments of various types—whether the leveling of disposable incomes is 
a good thing and how far it should go. Economic science also cannot indi¬ 
cate exactly which progression is just and w hich one is unjust. These are 
questions which have to be settled in the arena of politics. 

Those who consider progressive taxation as just generally will take 
cognizance of important modifications of the principle. During boom times, 
it may be desirable to reduce the rate of consumer spending. Moreover, at 
all times there is danger that steeply progressive income taxes may paralyze 
incentives and thus restrain production. If the tax on an addition to income 
absorbs a higher percentage of it than the tax on former increments, people 
may shy from the additional effort required for earning the extra income. 

10 The matter is more fully discussed in Lionel Robbins, An Eassay on the Nature 
and Significance of Economic Science (2nd ed.; London: Macmillan & Co., Ltd., 1937), 
chap, vi; Abba P. Lerncr, The Economics of Control (New York: Macmillan Co., 
1944), chap. iii. See also, for a discussion of the economic bases of progressive taxation, 
Walter J. Blum and Harry Kalvcn, Jr., The Uneasy Case for Progressive Taxation 
(Chicago: University of Chicago Press, 1953). The doctrinal history of the various 
arguments is ably traced by F. Shcbab, Progressive Taxation (Oxford: Clarendon 
Press, 1953). 

11 A. C. Pigou, A Study in Public Finance (London: Macmillan & Co., Ltd., 1928), 
p. 106. 
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If tax rates are very high, investors may weary of risky ventures: the po¬ 
tential profits after taxes are liable to be too small to compensate for the 
risks of losses. These considerations are qualified to some extent by the pos¬ 
sibility of transforming profits into “capital gains,” which are treated by the 
income tax law less harshly than other forms of income. 

THE INCOME TAX 

As noted, income taxes are levied on the federal, state, and, to a very 
minor extent, also on the local level. State income taxes supply a much 
lesser share of state tax revenues than does the federal income tax on the 
federal level. The states sometimes allow liberal exemptions and levy only 
relatively low rates on small incomes. The highest rate, 11.6 per cent on 
income in excess of $8,000, is found in Oregon, followed by North Dakota, 
where the tax on income over $15,000 is 11 per cent. In most of the other 
states, the rates arc far lower. iMany students of finance consider higher 
states income taxes desirable as an alternative to heavy sales taxes. This, 
how ever, is a matter that remains to be settled in the future. The discussion 
which follows is devoted to the federal income tax. 

The Income Tax Base . The object of the federal income tax is the in¬ 
come of individuals and corporations. What is—or better—what is not 
considered income? Mainly gifts, inheritances, life insurance benefits, and 
earnings from tax-exempt securities are not regarded as income. From this 
list, it can be concluded that the tax collector considers as income the capi¬ 
tal gains—w hich to the economist are not income but the result of transfers 
of existing assets. T his indeed he does, but certain types of capital gains are 
privileged by lower tax rates. 

After the gross receipts of the taxpayer have been reduced by the items 
not considered income, the difference, called gross income, is further cur¬ 
tailed bv so-called “deductions.” Most broadly defined, these include the 
business and professional expenses that were incurred in the acquisition of 
the gross income. On the grounds of logic the living expenses of the tax¬ 
payer and his family might be considered such expense, but the law does 
not permit their deduction. Indeed, some authorities favor the replacement 
of the income tax bv a tax on consumption expenditure, 12 a proposal which 
might merit special attention during periods of boom and prosperity. 13 

Other deductions are allow cd for charitable and similar purposes. The 

12 This proposal was made, for example, by Irving Fisher, Constructive Income 
Taxation (New York: Harper & Bros., 1942). In earlier times, its advantages had been 
pointed out by John Stuart Mill, Alfred Marshall, A. C. Pigou, and others. The whole 
matter is judiciously investigated by William Vickrey, Agenda for Progressive Tax¬ 
ation (New' York: Ronald Press, 1947), chap. xii. 

13 At such times, it may be commendable to encourage saving by granting a rebate 
of the income tax on that part of the income which is saved. 
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amount deducted for this may be as high as 30 per cent of gross income. 
While this provision encourages private generosity, it does so more vigor¬ 
ously with respect to the receivers of high incomes than to those of smaller 
means. In the face of progressive tax rates the donation on the part of a 
wealthy taxpayer leaves him financially only moderately worse oil than if 
he had refrained from it. His donation is subsidized by the govern: nent to 
a greater extent than is that of a poorer taxpayer and, to the extern of the 
subsidy, is contributed by society at large. As will be noted the treatment 
of capital gains is such that a wealthy taxpayer may actually improve his 
financial position by making charitable contributions. 

The difference between gross income and deductions is called “net in¬ 
come.” To serve as tax base the net income is further reduced by so-called 
“exemptions.” In the past, there used to be a large personal exemption for 
the taxpayer and smaller ones for his dependents. The income tax law of 
1913, for example, exempted single people with incomes under $3,000 and 
married men with incomes under $4,000. The number of income taxpayers 
then was rather small, and the bulk of the tax revenue originated from 
incomes over $5,000. With the passage of time, this has been greatly 
changed. Still, before 1940 the exemption for a single person was $1,000 
and for married people, $2,500. But eventually the high exemptions were 
replaced by a flat $600 per taxpayer and each dependent, as shown in 
Table 31. This has added many millions of people to the number of income 
taxpayers. While eight million returns were filed in 1939, they exceeded 
fifty million in 1945 and sixty million in 1960. 

While the taxpayer’s exemption was gradually lowered, that for a de¬ 
pendent, small though it is, was gradually increased. Now both exemptions 
arc set at $600. Whether the present arrangement can be considered satis¬ 
factory will depend upon the social and economic function that is assigned 
to exemptions. A widely held view regards as their purpose the exclusion 
from income tax liability of such an amount of income as is required to 
cover a minimum of essential living cost. Actually, however, the exemptions 
for people without dependents—$600 per person—do not suffice for this at 
all. 'Hie exemptions approximate requirements as the number of dependents 
increases, because living expenses rise less than proportionately with the 
size of the family; but flat exemptions increase proportionately. The pres¬ 
ent arrangement thus discriminates in favor of large families; but as the cost 
of living has risen while exemptions w ere held down, the family must in¬ 
deed by very large xvhose exemptions come close to its expenses at a level 
sufficient for the maintenance of health and decency. There are many who 
argue in favor of increased exemptions. This would again reduce the num¬ 
ber of taxpayers and cause exemptions to approximate more closely the ex¬ 
penses of living. 

Family Income . Husband and w ife may file joint returns and divide 
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their combined incomes equally in computing their income tax. 1 hereby 
they can reduce their taxes through the double use of the lower rates in 
the graduated tax rate schedule. 


TABLE 31 

Income 7’ax Exemptions, 1913-60* 


Income Year 


Exemptions 


Single 

Married Dependent 

Mar. 1, 1913-15. . . . 

S3,000 

$4,000 . . 


1916. 

3,000 

4,000 . . 


1917. 

1,000 

2,000 

$200 

1918. 

1,000 

2,000 

200 

1919 -20. 

1,000 

2,000 

200 

1921. 

1,000 

2,500 

400 

1922. 

1,000 

2,500 

400 

1923. 

1,000 

2,500 

400 

1924. 

1,000 

2,500 

400 

1925-28. 

1,500 

3,500 

400 

1929. 

1,500 

3,500 

400 

1930-31. 

1,500 

3,500 

400 

1932-35. 

1,000 

2,500 

400 

1936—39. 

1,000 

2,500 

400 

1940. 

800 

2,000 

400 

1941. 

750 

1,500 

400 

1942-43. 

1944 45. 

1946-47. 

1948 49. 

1950 . 

1951 . 

1952 53. 

1954 60. 

500 

1,200 

500 per capita 
500 per capita 
600 per capita 
600 per capita 
600 per capita 
600 per capita 
600 per capita 

350 


* "The Internal Revenue Code ot 1954,” Hearings before the Com¬ 
mittee on Finance, U.S. Senate (Hlrd Cong., 2nd sets.), on H.R. H'WO, (Wash¬ 
ington, D.C.: U.S. Government Printing Office, 1954), Part I, p. 108. 


Such splitting of incomes had been for long the practice in the so-called 
‘‘community-property’’ states of the South and West, where the wife has 
an interest in half the husband’s income and vice versa. Taxpayers in the 
higher brackets who lived in these states thus derived advantages from 
which the residents of other states were excluded. Eventually more and 
more states changed their legislation to make it conform in the relevant 
respect to that of the community-property states. The federal legislator in 
the end w as placed in a position w r hcre there w ere only tw'o alternatives: 
to outlaw the practice throughout the United States or to make it universal. 
The Revenue Act of 1948 selected the second alternative. This has been the 
most far-reaching instance of tax relief granted since the w ar, but its justi¬ 
fication is dubious and its repeal is recommended by many students of 
public finance. 
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Capital Gains and Losses. As noted, capital gains are considered in¬ 
come for income tax purposes. Such gains arise from the ownership of 
productive assets (securities, real estate, etc.) which appreciate in value. 
But only gains that have been realized through the sale of assets are taxable, 
not paper gains that result merely from appreciation of inventory carried 
but not sold. Capital losses can be deducted from capital gains and, within 
limits, also from other income. 

The federal legislator bestows a substantial privilege on those who earn 
capital gains. Long-term capital gains which result from holding assets over 
a period in excess of six months are not taxable in full. Only one half of 
them is taxable as income. Alternatively, the maximum effective rate on 
long-term gains is 25 per cent. These matters were noted already on page 
338, where references can be found to the treatment of capital losses. 

The taxation of capital gains is avoided, at least in part, when the asset 
is passed on to another person in the form of a bequest or gift. In the case 
of an asset acquired by the heir the gain that accrued while the former 
owner was alive is never taxed; the gain on which the heir may have to pay 
income taxes is measured by the difference between the value of the asset 
at the time of death and at time of sale. This makes people inclined to hold 
on to appreciated assets and to pass them on to their heirs, rather than to 
realize the gains and invest the proceeds in new ventures. 

In the case of gifts the donor is not liable to income tax on the gain 
resulting from an appreciation of the asset before it was donated. Unlike 
the beneficiary of a bequest, the donee must pay tax on a gain measured by 
the difference between the cost of the asset incurred by the donor and its 
value at the time of sale. But as the donee’s income will often be taxed at a 
rate lower than that applied to the income of the donor, tax savings can be 
made by donating appreciated assets instead of cash. Indeed, there is an 
extreme case where the taxpayer is better off if he gives away an asset that 
has appreciated in value than if he were to realize the gain through sale 
and pay the tax on it. 14 

Is the privileged treatment of capital gains equitable? Some students of 
finance are inclined to the view that the privilege may be necessary to main¬ 
tain an adequate flow of equity capital into new and growing enterprises. 
Otherwise the chances of these in the face of large, well-established com¬ 
panies might be dangerously curtailed. It is thus possible that the privi¬ 
lege acts as a device preventing further concentration of economic power. 

14 The discussion in the preceding paragraphs is based on Vickrey, op. cit., pp. 
139 f. From this source the following illustration has been culled: A wealthy taxpayer 
has purchased stock for $1,000 which is now worth $7,000. If he realizes the gain 
through sale, he pays a tax of 25 per cent on $6,000, which leaves net proceeds after 
tax of $5,500. But if he donates the stock to a charity, he may deduct $7,000 from his 
other income. If he is wealthy enough to pay a top-bracket rate of 80 per cent, his 
taxes are reduced by $5,600, and on balance he is $100 better off by giving the asset away 
than by selling it. 
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Nevertheless, two of the three authors of a study of the matter have ex¬ 
pressed themselves in favor of heavier taxation of capital gains for reason 
of tax equity. 1 ”* 

The Income Tax Rate . Net income is taxed at rates which are applied 
to successive brackets of net income minus exemptions, and which rise 
with increasing brackets. Rates range from 20 per cent on the first $2,000 of 
income to 91 per cent on income in excess of $200,000. The maximum ef¬ 
fective rate which the tax may absorb of the entire income is 87 per cent. 


TABLE 32 

Range of Income Tax Rates, 1913-60* 


Income Year 


Mar. 1, 1913-If). 

1916 . 

1917 . 

1918 . 

1919-20. 

1921 . 

1922 . 

1923 . 

1924 . 

1925-28. 

1929 . 

1930 3». 

1932 35. 

1930 39. 

1940 . 

1941 . 

1942-43. 

1944 45. 

1940-47. 

1948-49. 

1950 . 

1951 . 

1952-53. 

1954-00. 

* See source given in Table 31. 


Range of Rates 
(Per Cent) 

1 7 
2-15 

2 -07 
0 77 
4 73 
4 73 
4 58 

3 43.5 
2 46 

1.5- 25 

1.5- 24 

1.5- 25 

4 -63 
4-79 
4 79 

10-81 

19-88 

23-94 

19- 86.45 
16.6-82.1275 

17.4- 84.357 

20.4- 91 
22.2-92 

20- 91 


As Tabic 32 indicates, rates have been gradually raised since the enact¬ 
ment of the income tax. In 1913 the maximum tax rate w as 7 per cent. 
Under the influence of World War I, it was raised eleven times within five 
years. By 1929 it was down to 24 per cent. Since then it was raised step by 
step to 92 per cent in 1952 and has declined only moderately since then. The 
sharp rise in rates has added to the progressiveness of the tax and con¬ 
tributed to offsetting the regressive features represented by lowered exemp¬ 
tions. Compared with the situation before World War II the present high 


lr ’ J. Keith Butters, Lawrence E. Thompson, and Lynn L. Bollinger, Effects of Tax¬ 
ation; Investments by Individuals (Boston; Harvard Business School, 1953), p. 68. 
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rates about cut into half the value to a wealthy taxpayer of an extra dollar 
of earnings. However, as the proportion of income derived from capital 
gains increases with the income bracket, the privileged treatment of capital 
gains causes tax rates to be less burdensome on wealth than it may seem at 
first glance. 


TABLE 33 

Effective Rates of Individual Income Tax, in Percentage of Net Income, 
for Selected Income Groups, 1913-313* 


Income Year 


$600 


Married Person, 2 Dependents, with Net Income— 

$1,000 $2,000 $3,000 $5,000 $8,000 $10,000 $25,000 $100,000 $500,000 


1913-15 
1916. . . 

1917 . 0.4 

1918 . 1.2 

1919-20. 0.8 

1921 . 

1922 . 

1923 . 

1924 . 

1925-27. 


1928, 1930-31 


1929. 

1932-33. 

1934-35. 

1936-39. 

1940 . 

1941 . 1.9 

1942 . 0.7 6.4 

1943 . 0.2 1.4 2.9 8.9 

1944-45. 0.5 1.5 2.3 9.2 

1946 47. 6.3 

1948-49. 3.3 

1950 . 3.5 

1951 . 4.1 

1952-53. 4.4 

1954-58. 4.0 


0.2 

0.5 

0.6 

1.0 

2.5 

5.0 

0.4 

1.0 

1.2 

1.9 

3.9 

8.6 

1.3 

2.7 

3.4 

7.1 

16.2 

38.5 

3.1 

6.0 

7.8 

14.7 

35.0 

64.6 

2.1 

4.2 

5.6 

11.4 

31.2 

60.6 

1.4 

3.8 

5.3 

11.3 

31.1 

60.6 

1.4 

3.5 

4.6 

10.0 

30.1 

52.1 

1.0 

2.6 

3.4 

7.5 

22.6 

39.1 

0.5 

1.0 

1.4 

6.1 

22.5 

39.9 

0.2 

0.5 

0.8 

4.5 

16.0 

23.1 

0.2 

0.5 

0.8 

4.0 

15.7 

23.1 

0.1 

0.2 

0.4 

3.4 

14.8 

22.2 

1.4 

3.0 

4.2 

9.8 

30.0 

52.7 

1.0 

2.3 

3.4 

9.3 

30.2 

52.7 

1.0 

2.3 

3.4 

9.3 

32.0 

60.7 

1.5 

3.1 

4.4 

14.3 

42.9 

65.9 

5.4 

9.0 

11.2 

25.9 

52.2 

68.9 

11.8 

16.5 

19.1 

35.3 

63.5 

82.7 

14.6 

19.4 

22.1 

38.3 

67.8 

88.0 

15.1 

19.8 

22.5 

38.8 

68.6 

88.6 

1 1.8 

16.2 

18.6 

34.1 

62.3 

81.3 

8.6 

12.2 

13.6 

21.9 

45.6 

71.7 

9.0 

12.7 

14.2 

22.7 

47.2 

73.9 

10.6 

14.7 

16.2 

25.6 

52.6 

80.7 

11.5 

16.0 

17.7 

28.0 

56.0 

82.2 

10.4 

14.4 

15.9 

25.1 

51.9 

80.5 


* Statistical Abstract of the United States , 7953, p. 351; 7959, p. 373. 


To visualize the increasing tax burden on different income groups, we 
may inspect Table 33, which shows for different years the amounts of 
income tax, in percentage of net income, which fall due on a married per¬ 
son with two dependents. These percentages arc known as effective tax 
rates. Again, however, hypothetical calculations such as these do not reveal 
the importance of the privileged treatment of capital gains. They show, 
for example, an effective rate of 80 per cent on an income of $500,000. This 
is so because only ordinary tax rates are considered in the table. The ef¬ 
fective rate of taxation would indeed be 80 per cent on the very unusual 
$500,000 income that does not contain any capital gains. But if effective 
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rates were calculated on income inclusive of net capital gains, they prob¬ 
ably would show no progression beyond a rate of 50 per cent. 10 

The effective rates, high as they are, are not unique in the world; nor 
are they the highest. In Britain, for example, effective income tax rates 
absorb a larger proportion of incomes, the standard rate being one of 7s.9d 
in the £, or 38% per cent. When the income of a British couple reaches 
the equivalent of about $25,000, the tax collector will take half of it. Income 
in excess of the equivalent of $42,000 is taxed at a rate of 88% per cent. 
However, the English do not consider capital gains as taxable income and 
have no intention of modifying their tax system in this respect. 

As per capita incomes in the United States are the highest in the world, 
high rates of taxation may be said to reflect the principle of progressive¬ 
ness: in the light of this principle, other countries, with lower incomes, 
could be expected to have lower rates of taxation. However, in terms of 
revenue our high rates are not overly productive. If the progression would 
stop at 50 per cent instead of at 91 per cent, the Treasury’s loss would be 
about $1 billion out of total personal income tax revenues of $40 billion in 
1960. If a flat rate of 20 per cent were paid, the income tax would still yield 
more than five sixths of this sum. 

High income taxation has, of course, diminished the capacity of the 
upper-income groups to accumulate savings; but there is evidence that 
“their remaining capacity is still very large—much larger than is popularly 
supposed.” 17 It seems that many individuals whose incomes rise key their 
living standards to disposable income after taxes and continue to save in the 
face of higher income tax rates. Moreover, there are many ways to accumu¬ 
late assets without exposing oneself to the full brunt of individual income 
tax rates—by earning, as we have seen, long-term capital gains rather than 
other forms of fully taxable income; by not realizing capital gains; by in¬ 
vesting in income tax-free bonds of state and local governments; by having 
income offset by depletion charges in excess of the cost of the property 
that is being depleted (a privilege extended to investors in oil and mining); 
by investing savings through insurance companies; by splitting the family 
income w ith the help of trusts, gifts, and family partnerships; by claiming 
large personal deductions and business expenses which in part represent 
consumer expenditure. 18 

Recent investigations also indicate that high rates of personal income 
taxation have little adverse effects on the effort of highly paid corporate 
executives, although fear is expressed in some quarters that they may deter 
newcomers from assuming large responsibilities. But how well-founded 
can such fear be, if, as is the case, corporate executives receive salaries after 
taxes that are higher than could be earned in any other employment, so 

"'Ibid., pp. 85 ff. 

17 Ibid., pp. 29, 229. 

18 Ibid., pp, 81 ff. 
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that in this respect there are no rival employments that might attract pro¬ 
spective corporate managers? However, it has been reported that high rates 
of taxation are responsible for delayed retirement of some corporation ex¬ 
ecutives; that they limit the mobility of such personnel by detract ; ng from 
the net financial rewards incidental to changes in j6bs; and that, especially 
in the case of owner-managed concerns, they restrain the volume of busi¬ 
ness an owner may wish to pursue. 10 

Rising rates of federal income taxation have been the motive behind 
the proposal to enact a constitutional amendment that would place a ceiling 
of 25 per cent of the effective top rates of federal income, estate, and gift 
taxes. This proposal must not be confused w ith another idea, that taxation 
in normal times should not exceed 25 per cent of the national income lest 
it be inflationary or depress production. Whatever the merits of this idea 20 
the former proposal has been widely criticized as a “millionaires’ amend¬ 
ment” that w r ould benefit less than 1 per cent of the country’s individual- 
income taxpayers, with the largest benefits falling on the top brackets. If 
the proposal were carried into practice the consequences would indeed be 
highly dangerous. The rigidity of the proposed arrangement would seri¬ 
ously impair federal fiscal policy, and the federal government wrould be 
compelled to rely more heavily upon regressive sales taxes or deficit financ¬ 
ing; or it would have to relinquish public functions whose fulfillment the 
taxpayers demand. 21 When the Gallup Poll in 1957 put the question to a 
nation-w ide sample of the population whether they would favor or oppose 
a constitutional ceiling of 25 to 35 per cent on income tax rates, 68 per cent 
of those polled opposed the proposal. 22 

The Corporate Income Tax . The income tax levied on corporations 
consists of a normal tax of 30 per cent—scheduled for a reduction to 25 
per cent in the future—and a surtax of 22 per cent on income in excess of 
$25,000. 

The corporate income tax is said to entail double taxation in that the 
dividend income of stockholders is taxed twice: first as corporate and then 
as personal income. Not all corporate income is, of course, distributed in 
the form of dividends; indeed, since 1941, dividends have only in seven 

10 Thomas II. Sanders, Effects of Taxation on Executives (Boston: Harvard Busi¬ 
ness School, Division of Research, 1951). 

20 It was developed by Colin Clark, “Public Finance and the Value of Money,” 
Economic Journal , Vol. V (December, 1945), pp. 371-89. For a critical review, see 
Joseph A. Pechman and Thomas Mayer, “Mr. Colin Clark on the Limits of Taxation,” 
Review of Economics and Statistics , Vol. XXXIV, No. 3 (August, 1952), pp. 232-42. 
For the past few years, total United States tax revenues—all levels of government— 
have been in the neighborhood of 25 per cent of the gross national product, substantially 
less than in a number of countries in Western Europe with high rates of growth. 

21 Sec “Constitutional Limitations on Federal Income, Estate, and Gift Tax Rates,” 
Joint Committee on the Economic Report and Select House Committee on S nail 
Business (82d Cong., 2d sess.) (Washington, D.C.: U.S. Government Printing Office, 
1952). 

22 W ashington Post , July 14, 1957. 
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years amounted to a larger amount of money than undistributed profits. 
Moreover, in the case of small and medium-sized concerns, investors tend 
to draw their business profits in the form of salaries and to this extent reduce 
the base of the corporate income tax. If then the corporate income tax falls 
more heavily on large corporations which are not managed by their owners, 
an element of progressiveness is introduced that may well be considered 
desirable. 

Stock ownership, as has been seen, 23 is highly concentrated. While there 
are widows and orphans among those who receive dividends, the bulk of 
these accrues to a verv small sector of all income recipients. If it is desired 
to eliminate the double taxation of corporate income that is paid out in the 
form of dividends, a proper procedure would be the taxation of all cor¬ 
porate profits, whether retained or paid out, at rates similar to those apply¬ 
ing to other forms of income under the personal income tax, and the 
exemption of dividend income from the personal income tax. If technical 
difficulties should stand in the way of this procedure, an alternative method, 
applying the same principle, would exempt dividends from the corporate 
income tax, while taxing the retained corporate income at rates equivalent 
to those levied on the dividend income of the average shareholder. 

The double taxation of dividend income is eliminated to some extent 
under a provision of the 1954 income tax law. This provision exempts the 
first $50 of dividends from the personal income tax and allows the taxpayer 
to subtract from his income tax an amount equal to 4 per cent of additional 
dividend income. 

lake the individual income tax the corporate tax is levied on net income. 
This implies that current losses may be deducted from current gains to 
determine taxable income. Moreover, business losses that occur in a given 
year may be deducted from gains made during the preceding three or fol¬ 
lowing five years; that is, they may be “carried back” or “forward” during 
the indicated periods. The carry-forward privilege is of special importance 
for newly established concerns which are, during the initial period, liable to 
suffer losses. These should be interpreted as costs incurred in earning future 
income. Such enterprises derive little benefit from the carry-back provi¬ 
sions. These are of help, however, to businesses with fluctuating income and 
may make available liquid funds to a business firm experiencing economic 
reverses. As has been noted, the carry-forward provisions are important 
also for the reason that they make a business carrying losses a desirable 
candidate for a merger with a money-making concern, which thereby can 
reduce its income tax liability. 

Another important and highly controversial provision is that relating 
to the depreciation of assets whose useful life extends beyond a single busi¬ 
ness year. The provisions regarding depreciation exert a powerful influence 
upon a firm’s tax bill because if the depreciation allowance is large, current 

*- ,;i See p. 35$. 
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tax liabilities are correspondingly lower, and if the depreciation allowance 
is small, current tax liabilities are correspondingly higher. At times the gov¬ 
ernment has permitted accelerated depreciation, mainly as an inducement 
to investment. Under accelerated depreciation, present tax liabPities are 
reduced. Whether the future ones will be higher will depend upon future 
earnings and upon future tax rates. If neither decline, accelerated ci mrccia- 
tion constitutes in effect an interest-free loan from the Treasury If they 
do decline, accelerated depreciation assumes the character of a subsidy. As 
an inducement to renew the stock of capital used in the economy and pro¬ 
mote a higher rate of economic growth, it has been proposed to liberalize 
the depreciation provisions of the tax law, with resulting higher corporate 
earnings. Such a liberalization, it is held, is especially desirable in times of 
rising prices when the cumulated depreciation allowances, being calculated, 
as they are, on the basis of historical cost, do not suffice to purchase a re¬ 
placement after the useful life of the asset has expired.- 4 

Excess-Profits Taxes . In wartime, there usually is imposed an excess- 
profits tax on corporations, with normal profits defined in terms of average 
annual earnings during a period of the past. During the Korean War, United 
States corporations were taxed at a rate of 82 per cent on their excess profits. 
Such taxes penalize corporations which are in stages of rapid grow th. They 
encourage wasteful expenditures because the principal effect of these is felt 
by the tax collector rather than by the corporation. 

PROPERTY, SALES, AND DEATH TAXES 

The Property Tax . The property tax, the mainstay of local finances, is 
levied on real property, personal property, or both. But as personal property 
does not lend itself easily to taxation, principal emphasis is placed on land 
and buildings. The value of these is determined by local assessors, and to 
their valuation the prevailing tax rate is applied. Often an intervening step 
is taken, aiming at equalization of assessments. This is usually done by agen¬ 
cies of the state or of the county, which will apply uniform standards of 
valuation and insist on the elimination of the more glaring defects of the 
original appraisal. The property taxes of the states, w hich have much de¬ 
clined in importance, follow approximately the same pattern. 

Criticism of the property tax is universal. Many claim that it is unjust 
to single out real property for taxation. Even if other forms of property are 
included in the base of the tax, the taxation of intangibles, w hich represent 
so large a proportion of w ealth in modern societies, can be avoided and 
evaded by means not available to the owner of real property. Moreover, 
ownership of such property is not always a symptom of ability to pay. The 

24 For a discussion of this highly technical matter, sec Tax Institute, Depreciation 
and Taxes (Princeton, N.J., 1959); John Ryan, Current Depreciation Allowances (Nev’ 
York; Fordham University Press, 1959), 
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ability-to-pay principle is further disregarded because of the prevailing 
tendency of underassessing high-value properties and overasscssing small 
properties of low value, a tendency that has been found to exist wherever 
the matter was investigated. Thereby the property tax, while nominally 
levied at a flat rate, assumes regressive characteristics. Property taxes add 
to the cost of housing. It is also true that in some states the property is 
assessed and taxable at a gross value determined regardless of mortgages, 
and the mortgages may again be taxable assets of the creditors. Equalization 
procedures rarely prevent inequalities of assessment. But in spite of all these 
defects, local taxation of property has persisted to this day, largely because 
of a strong tradition and the absence of alternative sources of revenue. 

The Sales Tax. On theoretical grounds, sales taxes appear highly objec¬ 
tionable, because they are not closely related to ability to pay and are re¬ 
gressive relative to income. This is especially true if they are levied in the 
form of general sales taxes that apply to large groups of commodities. Ex¬ 
cise taxes on specific commodities may be less regressive if they are limited 
to articles not generally purchased by people of low means. But as con¬ 
sumption patterns arc standardized over wide ranges of income, within 
such ranges even special excises of the described variety are regressive. 

During World War II and the Korean War the federal government 
greatly increased the range of its excise taxation. Relaxation of this type 
of taxation has come only haltingly. Excise and sales taxes often are con¬ 
sidered expedient because of the relative stability of revenue provided by 
them: under the influence of a recession, income tax yields may fall dras¬ 
tically; whereas the yield of a sales tax, geared as it is to the rather stable 
level of consumer expenditure, may hold up better. This consideration will 
especially appeal to the revenue authorities of the states, which have only 
limited opportunities for meeting their financial requirements by borrowing 
and which will claim lack of ability to avoid tax policies that accentuate 
business fluctuations. 

Sometimes sales taxes are recommended on the ground that they make 
people conscious of taxation and thus stimulate their interest in public af¬ 
fairs. However, with the extension of the income tax to lower and lower 
income brackets, this argument no longer carries much conviction. Some 
students of public finance are inclined to make light of the regressive bur¬ 
den of sales and excise taxes on low-income groups, pointing out that taxes 
on cigarettes, alcoholic beverages and other articles, which are subject to 
especially high rates of taxation, can be avoided by means of the simple 
device of abstaining from the consumption of such and other “luxuries.” 
The point, however, is that the tax collector, when levying these taxes, is 
w ell aw'are of the fact that the levy ordinarily will have little or no effect 
on the quantities consumed. 

The principal factors which explain the popularity of the sales tax is 
the great ease with which it is levied and the minuteness of the burden 
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which such taxes impose on the variety of petty transactions that occur in 
everyday life. Moreover, they will not stifle the incentive to produce to 
the extent to which it might be done by income tax rat( s whose progres ,ive- 
ness already affects the lower brackets. If the outlay of the consul: jr in¬ 
creases by the amount of the sales tax, it must be earned before a pr/jhasc 
can be made; and a greater productive effort must be made in orde” to earn 
it. If the equivalent amount were to be levied as the result of a : «nc r ease in 
the income tax rate on the bracket into which additional productive eilorts 
would drive the taxpayer, he can fail to come forth with these and still 
maintain his consumption unimpaired. 25 

Death Taxes. Death taxes arc enacted either in the form of inheritance 
taxes or in that of estate taxes. An inheritance tax is levied on the share of 
the estate which is passed on to the heir, while an estate tax is laid on the 
value of the estate of the decedent. Estate taxes are more easily administered; 
but inheritance taxes permit of graduation depending on special character¬ 
istics of the heir, such as the nature of his relation to the deceased or his 
wealth. 

The federal estate tax, which has been a permanent part of the revenue 
system since 1916, exempts the great majority of all estates—those below 
$60,000. Other countries have exemptions that are considerably lower. In 
Britain, for example, the exemption is the equivalent of $H,400, and the 
rates of the tax progress to still greater heights than they do in the United 
States. Here the maximum rate is 77 per cent and it is levied on the excess 
of estates over $10 million. In Britain the top rate of 80 per cent falls on the 
excess of estates over the equivalent of $2.8 million. 

Death taxes are also levied by virtually all states, Nevada being the only 
exception. Most of the states have chosen inheritance taxes. While exemp¬ 
tions generally are considerably lower than those allowed by federal law, 
so also are the rates imposed by the state taxes. 

An important justification of death taxes relates to the preponderance 
of intangible wealth in modern societies. 20 Stocks, bonds, and money are 
in the nature of claims to tangible assets, present and future. In a sense it is 
easier to accumulate and hold on to intangible assets than to tangible ones. 
If no ceiling is placed on the acquisition of such claims by way of in¬ 
heritance, the receivers of income from work and the business people, who 
represent the more active and vigorous part of the population, will be un¬ 
duly restricted in their power over current output by those upon whom 
claims, accumulated in the past by the efforts of others, have fallen like 
windfalls. 

The very fact that intangible assets loom so large among modern forms 

25 This argument has been developed in a conversation with Professor Walter 
Morton of the University of Wisconsin. 

20 A. A. Berle and Victoria J. Pederson, Liquid Claims and National Wealth (New 
York: Macmillan Co., 1934). 
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of wealth also facilitates the payment of death duties. They are more easily 
borne in modern societies than in primitive communities where practically 
all wealth was tangible and thus had to be broken up and sold in order to 
satisfy the tax collector. Nevertheless, there arc many instances where the 
payment of a large death tax would force costly liquidation of assets. The 
possibility, though it always exists when property is taxed, is more burden¬ 
some in the case of the death than in that of the property tax because of 
the relatively larger sums of money required for the payment of the former. 
Relief may be granted by liberal extensions of the period of payment or 
by allowing payment in kind, limited to certain types of assets. 

Death taxes operate against further concentration of wealth and income. 
It is unlikely that they discourage savings by frustrating the family motive 
for accumulation, and if they do, the effect would be small because of every 
hundred adults who die in a year less than two leave estates subject to the 
federal tax. A multiplicity of devices is on hand with w hose help the burden 
of such taxes can be avoided or diminished. Wealthy people may dispose 
of their property by means of gifts inter vivos , on which taxes are less. Or 
they might prefer the trust form of property disposition. A grandfather, 
for example, may leave his property in trust (see p. 342) for his grandchil¬ 
dren, thereby eliminating the death tax liability of the second generation 
on his property. If he establishes the trust in the form of a gift rather than 
at death, the much less burdensome gift tax takes the place of the death 
tax. Income of the trust may be taxable at lower income tax rates than it 
would if it were income of persons in high income tax brackets. Many other 
arrangements are available for the purpose of judicious estate planning, with 
resulting alleviation of the burden of death taxes. 27 

SOME CONSEQUENCES OF HIGH TAXES 

We have seen that the principle of progressiveness justifies the levy of 
high taxes on high incomes, and as our per capita income is high, we should 
have little reason to complain. However, high rates of taxation do have 
certain consequences about w hich one cannot fail to have misgivings. They 
are a powerful stimulus to avoidance, and the desire to avoid taxes has in 
some important ways affected the structure of our economy. Moreover, 
while avoidance is perfectly law ful, the dividing line between avoidance 
and unlaw ful evasion cannot ahvays be drawn sharply. Just as high rates 
of taxation have stimulated avoidance, so they have been a motive for 
evasion. They have lowered the moral climate of our society, as has the 
persistence of loopholes due to political pressure . 28 

27 See Estate Planning (Chicago: Commerce Clearing House, 1959), and, for an 
over-all view, Butters, Thompson, and Bollinger, op. cit ., chap. xv. 

28 See John L. Hess, “The Gentle Art of Tax Avoidance,” Reporter , April 16, 1959, 
pp. 12-17; Sidney A. Gurkin and David Beck, Tax Avoidance vs. Tax Evasion (New 
York: Ronald Press Co., 1958); Frank Gibnev, The Operators (New York- Harper & 
Bros., 1960). " - 



GOVERNMENT FINANCE 489 

People of means and corporate managers have come to explore the “tax 
angle” of virtually every transaction they undertake. Thev are advised bv 
some 7,000 attorneys who specialize in taxation—twice as many as tnere 
were in 1950—and over 80,000 licensed tax counselors. Much the nost 
favored device to reduce taxes is to convert into capital gains in* om that 
otherwise would be taxable at the regular rates. Many corporate o tic rs 
receive as part of their compensation stock options which gi\. them the 
right to purchase shares of stock of the company at a stated price. If the 
latter then goes up, the difference is taxable as a capital gain at a maximum 
rate of 25 per cent. 

Deferment of part of the pay until old age, and private pension plans 
are other devices to reduce the burden of the income tax. They may attach 
the employee to his firm in a manner resembling the attachment of the 
medieval worker to the land, and create what has been referred to as a new 
feudalism. Employer contributions to these and other “fringe benefits” have 
doubled during the 1950’s; they are not taxed as current income of the 
beneficiary. 

Many other devices are much more complicated and defy description 
in a few words. People of means may establish trust funds or obtain cor¬ 
porate charters in a foreign “tax heaven” such as the Bahamas, where there 
is no income tax. They may set up foundations or other nonprofit organiza¬ 
tions, to which they transfer much of their wealth, thereby avoiding the 
estate tax, and retain a controlling interest for the family. If they have un¬ 
realized capital gains, they may turn the securities over to a university, to 
Pomona College, or other leading institutions which have adopted the so- 
called “Pomona Plan,” which will sell them, invest the proceeds in tax- 
exempt bonds and pay a tax-free life income to the donor and his survivor. 
This saves the tax on the capital gain, the income tax on the life income, and 
the estate tax in one stroke; the life income is larger than it would be if its 
source had been reduced by the tax on the capital gain; in addition, the 
donor can deduct the contribution from his taxable income up to 30 per 
cent of his adjusted gross income. When he and his survivor are dead, the 
university can put the acquired securities to its own use. It is to be expected, 
however, that if this plan spreads, Congress will modify the tax law, just as 
it did some years ago when a number of institutions of higher learning used 
their funds for the acquisition of business enterprises. For contributions 
made since December, 1960, the Internal Revenue Service insists on the 
payment of the tax on the capital gain. 

Loopholes may persist for long when they are protected by an effective 
lobby. Some consider as a conspicuous loophole the “depletion allowance” 
of 27.5 per cent of gross income from oil and gas wells which the producers 
of oil and gas may deduct from their income. As they may do this year in 
year out, the cumulated allowances may grow to be a multiple of the entire 
investment. Those who are opposed to it hold that this arrangement grants 
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the oil industry a subsidy of some $700 million a year, possibly justified in 
wartime to stimulate production for strategic reasons but even then more 
adequately provided in another form. With oil supplies so plentiful that 
domestic production and imports are restricted, it is said that the only ef¬ 
fective argument in favor of the retention of the allowance consists of the 
votes of the Senators from the Southern and Southwestern states. How¬ 
ever, there are others who consider this too simple an answer to a complex 
of difficult questions. There is no doubt that for individual investors in 
high income tax brackets the liberal depletion allowance is a powerful in¬ 
ducement to invest funds in the oil business, as witness their heavy repre¬ 
sentation among people of great wealth (see p. 245). Again, there is no 
doubt that some allowance must be granted for the depletion of an ex¬ 
haustible resource, but the exact determination of the amount to be allowed 
is a matter about which reasonable people may have different views. Pros¬ 
pecting for oil goes on at many places, but only a few will yield oil. If the 
present allowance makes it possible for a producer to recover a multiple 
of the investment in a gusher, this may only constitute compensation for 
prospecting that does not produce results. Moreover, it has been pointed 
out that the profits of the oil industry do not differ substantially from those 
of other industries, and if this is so, it is likely that liberal allowances have 
their principal effect on the product price rather than on profits. If the 
allowance w ere drastically curtailed, it may w ell be that the industry would 
respond with higher prices, further restrictions of domestic production, 
and increased imports. 29 

Turning now to tax evasion, we come across the simplest and most far- 
reaching device under this heading: failure to report income. It is esti¬ 
mated that over 50 per cent of interest income and 14 per cent of dividend 
income, altogether about $5 billion, remain unreported and escape the tax 
collector. Bills to have such income deducted at the source have passed 
the House of Representatives but failed in the Senate. Failure to report 
other types of income is widespread among professional people and small 
proprietors who have occasion to earn it in the form of cash. Some 30 per 
cent of the income of these people has been estimated as unreported. The 
deduction of personal expenses as business costs and the padding of expense 
accounts, facilitated by the use of credit cards, are other common devices 
of tax evasion. The amount involved has been estimated at $5 billion a 
year, a sum large enough to support many a fine establishment in the res¬ 
taurant and amusement industry, and creating in the process what has aptly 
been called “the society of kept men.” 30 

29 The discussion of the depletion allowance owes much to a conversation of the 
author with Professor Walter Morton. 

30 Russell Lyncs, “Visit to the World of Expense Accounts,” New York Times 
Magazine , February 24, 1957, p. 20. 
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THE PUBLIC DEBT 

The Growth of the Public Debt. There remains to be discussed the pub¬ 
lic debt. Taxation, high as it has been ever since World War II, has not 
prevented the rise of a huge public debt. Debts, public and private alike, 
have grown to a very large size, reaching a total of $1,000 billion in 1960, 
five times as much as in 1930. Relative to other relevant variables, this large 
amount of debt constitutes a new feature of the American economy. In 
1930, total public and private debts were approximately equal to the gross 
national product; in 1960, they were twice as large (see Fig. 51). 



"Gross debt. 

FIG. 51. Since World War II, private debts have increased faster than public debts. From 
Report of the Secretary of the Treasury, 1959, p. 262. 


Until 1942, private debts exceeded public debts. From then on until 
1950, public debts exceeded the former by a margin which became so wide 
in 1945 that private debts amounted to not much more than one third of 
the combined public and private debts. When the wartime expansion of the 
public debt came to its close, private debts moved to the fore again. They 
are now over 50 per cent larger than public debts. 

Although state and local debts have increased at a fast rate in recent 
years, the federal debt is about five times the amount of the combined state 
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and local debts. The great bulk of the federal debt was incurred during 
World War H, when it rose from $69 billion in 1941 to $293 billion in 1945. 
Since then it has declined in some years and increased in others, reflecting 
the budgetary situation. Over the postwar period as a w hole, it has con¬ 
tinued to rise, especially after 1951 (see Fig. 52). 


The Public Debt of the United States Government 
(Including Guaranteed Obligations) 



Dec. 31-' Apr. 30 June 30 


i Excluding Victory Loan proceeds used to repay debt in 1946 . 

FIG. 52. Note the rise of the federal debt during World War II. Since the mid-forties the debt 
hos expanded only moderately. From Report of the Secretary of the Treasury, 1959, p. 20. 

It is more than doubtful whether the successful prosecution of World 
War II would have been possible without substantial additions to the na¬ 
tional debt. In theory, it is occasionally considered feasible to finance the 
w artime requirements of the government entirely out of taxes. But a drastic 
program of this sort, as it would become necessary during a great war, 
would paralyze the incentive to increased production and intensified eco¬ 
nomic effort without which modern wars cannot be won. This does not 
mean that there were no alternative policies at hand w hich to some extent 
might have restrained the expansion of the debt. Its complete avoidance, 
how ever, w as all but impossible. 31 

:n Henry YV. Spiegel, The Ectniotuics of Total War (New York: D. Appleton- 
Ccntury Co., 1942), pp. 129 f. 
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The expansion of the debt during the thirties was the accompaniment 
of depression. It was hoped to relieve it by means of income-generating, 
anticyclical spending. This theory is usually explained with the help of the 
multiplier and the principle of acceleration, tools of analysis which have 
been studied in Chapters 6 and 9. As has been seen, an additional outlay 
for investment or consumption will, in the presence of unemployed re- 
sources, draw these into the productive process and induce an over-all 
increase in employment and income over and above the initial ones. Some 
of the difficulties with which such policies must cope have been pointed 
out above. There is the chance that the effects of the initial catalyzing 
agent, of public investment or consumption outlays, as the case may be, 
will be offset or more than offset by reductions of private investment, 
motivated by revulsion against government spending and fear of its con¬ 
sequences. For example, when the Tennessee Valiev Authority was estab¬ 
lished in 1933, many people feared that private investment in the produc¬ 
tion of electrical energy would dry up. 

Important also is that the proper size of the initial outlay cannot be 
known with a high degree of certainty. If it is too small, it will induce 
additional production and employment onlv to a minimal degree. If it is 
too large, it will make for inflation. But in the absence of more suitable 
instruments to cope with deficient private expenditures that spell depres¬ 
sion and unemployment, there is little doubt that governments will feel 
justified in incurring budget deficits in such situations. Sometimes this pol¬ 
icy is rationalized further by insistence that budgets should produce a sur¬ 
plus in periods of prosperity and that this should be used for a reduction 
of the debt. While a policy of this sort w 7 as followed generally w hen the 
relevant magnitudes were small, as, for example, in the case of the liquida¬ 
tion of a substantial portion of the World War I debt, it is unlikely that 
without extremely violent inflation budget surpluses could be produced 
in the foreseeable future that would depress the debt to a level close to 
the one it held only a few* decades ago. 

The Debt as Inflationary Potential. Dollar for dollar of the debt is off¬ 
set by corresponding credits—claims held by private investors and insti¬ 
tutions (see big. 53). Government securities held bv the commercial banks 
are the equivalent of 50 per cent of total demand deposits. If the banks were 
able to sell only one half of their holdings, they could expand their loans 
and thereby more than double the money supply. Thus the debt represents 
an inflationary potential of great magnitude that in the absence of proper 
monetary policies can add fuel to the forces of inflation. The debt may have 
this effect long years after it has been incurred, and the effect will be most 
pronounced when the Federal Reserve System supports the prices of gov¬ 
ernment bonds. Antidepression spending, as it occurred during the thirties, 
had then no undesirable inflationary effects, because it took place in an en¬ 
vironment characterized by unemployment and idle resources. But when 
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FIG. 53. This chart shows the principal holders of the federal debt. From Report of the Secretary 
of the Treasury, 1959, p. 33. 


the economy operates more fully at capacity, the inflationary potential of 
highly liquid assets may make itself felt; and this may occur substantially 
later. Inflation and expansion of the debt are not necessarily simultaneous. 

1 he World War 11 debt, for example, was incurred at rising price levels; 
but prices rose much more rapidly after the end of the war when the debt 
had become stabilized and even was reduced. 

Some will argue that the debt, by the same token by which it represents 
an inflationary potential, will tend to place a floor under downward move¬ 
ments of spending. This may be true to the extent to which the debt, by 
equipping people with liquid assets, might restrain their liquidity prefer¬ 
ence in the face of falling incomes. In other words, a curtailed flow of new 
assets might not impress them as much as it would if they owned no federal 
securities to fall back on in the case of need. But there is a substantial 
degree of concentration with respect to the ownership of the federal debt, 
and only a relatively small proportion is held by private individuals. 

Debt repayment, as has been seen (p. 167),'may be deflationary under 
certain conditions. To the extent to which this deflationary potential is 
utilized, it may tend to offset the inflationary tendencies inherent in the 
government debt. 

The Burden of the Federal Debt. The burden of the federal debt has 
been reduced by inflation but at the same time rising rates of interest have 
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made the service of the debt more and more costly. In per cent of the debt, 
interest due was 6 per cent during the Civil War. During World War I it 
rose from over 2 per cent to over 4 per cent. During the interwar period, 
interest rates declined, and public policy was effective enough to make 
this trend persist even in the face of very high levels of borrowing during 
World War II, which was financed at approximately 2 per cent. l ater on, 
w hen much of the short- or medium-term debt had to be refinanc ed, this 
was done at ever rising rates of interest. Interest on the federal debt now 
costs over $9 billion a year, more than the total federal expenditures for all 
purposes in any year before 1941, except 1918 and 1919. 

Interest-free federal financing is, of course, possible. 32 Instead of issuing 
interest-bearing securities the federal government might issue money or 
certificates which bear no interest. Such procedures, however, may seem 
objectionable to those who consider the inflationary potential of money 
greater than that of other assets, highly liquid as these may be. Moreover, 
interest-free financing would call for readjustments of the policies of in¬ 
stitutional investors whose portfolios contain substantial amounts of federal 
securities. Banks would be deprived of a considerable portion of their earn¬ 
ings now derived from the government’s willingness to sell them interest- 
bearing securities. Close to 30 per cent of the loans and investments of the 
commercial banks are composed of these. If they would bear no interest 
rhe banks would have to increase substantially their charges for checking 
services. 

The payment of interest on the public debt involves a transfer of money 
from the taxpayer to the bondholder. What the taxpayer loses, the bond¬ 
holder gains. Interest payment is thus of some significance for the distribu¬ 
tion of wealth and income. If all taxpayers were poor and all bondholders 
rich, the distribution would become more concentrated; if all taxpayers 
were rich and all bondholders poor, income would be more widely diffused. 
Neither of these extremes prevails, of course, in reality. But it may well be 
that the distribution of the federal tax burden parallels so closely the dis¬ 
tribution of ownership of federal securities that the groups which bear the 
brunt of the former arc identical with those which receive the bulk of the 
interest payments. If this were so the problem of the transfer from taxpayer 
to bondholder would be little affected by the size of the debt. Since interest 
payments have grown so much in amount, this whole question deserves 
more attention than has been devoted to it. 

Debt Management. When the public debt expanded during the war 
period, the Treasury, eager to pursue a policy that would involve a mini¬ 
mum of interest cost, issued short-term securities in preference to long-term 
ones which carried a higher rate of interest. A large proportion of the fed¬ 
eral debt, to this day, is of the short and intermediate variety or falls due 

32 Jesse V. Burkhead, “Full Fmployinent and Interest-Free Financing,” Southern 
Economic Journal , Vol. XIV, No. 1 (July, 1947) pp. 1-13. 
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until the old issue matures, it may have to pay still higher interest rates or 
may not be able to sell long-term bonds at all. Those opposed to them hope 
for lower interest rates in the future; they insist that advance refunding 
of the type illustrated here unnecessarily burdens the Treasury with higher 
interest cost for years to come. 

Some of the matters which occupy us in the present context have al¬ 
ready been discussed in Chapter 8, where the monetary and credit policy 
of the government was subject of review. As to the Federal Reserve open- 
market policy, that is, its purchase and sale of securities to make money 
easier or tighter, as the case may be, this policy has since 1953 been one of 
“bills only.” Under this policy the Federal Reserve w ill confine open- 
market transactions to short-term securities, preferably T reasury bills of 
90-day maturity, and abstain from purchases of intermediate- or long-term 
issues. The aim of this policy reflects the prevailing ideas of the Federal 
Reserve authorities about the desirability of a minimum interference with 
w hat is claimed to be a “free market” for government securities, more 
specifically with the structure of interest rates for the various types of dif¬ 
ferent securities. It is held that open-market transactions in long-term 
securities, where the interdependence of price and yield is much more pro¬ 
nounced than in the case of short-term securities, would weaken the market 
for these securities by bringing into it a new element of uncertainty. How- 
ever, these arguments impress as dubious those students of finance who 
insist that the bills-only policy has meant the surrender, by the Federal 
Reserve, of an effective control over long-term rates of interest, and that 
such control is a more worthwhile aim than nonintervention with a market 
for government securities whose freedom is considered spurious by many 
thoughtful observers/** 

The market for government securities* 4 is indeed a peculiar one, con¬ 
sisting, as it does, of a mere seventeen authorized dealers. They handle the 
Federal Reserve’s open-market transactions, play an important rerte in the 
placement of new issues, and match the public’s purchases and sales of 
government securities. By doing this, and maintaining in these securities a 
position of their own, they “make a market” for government securities. 
They operate with finely sharpened pencils since a price change involving 


33 The bills-onlv policy is defended by W. W. Riefler, “Open-Market Operations 

in Long-Term Securities,” Federal Reserve Bulletin , November, 1958, pp. 1260-74; 
Ralph A. Young and Charles A. Yager, “The Economics of Bills Preferred,” Quarterly 
Journal of Economics , August, 1961). For a critical review see Warren L. Smith, “Debt 
Management in the United States” (cited more fully below, p. 178 of the Bibliography) 
pp. 118-34. 5 * / » 

34 See William B. Harris, “The Mysterious Market in U.S. Securities” Fortune 

February, 1959, pp. 100 ff.; Board of Governors of the Federal Reserve System The 
Federal Funds Market (Washington, D.C., 1959); “The Government’s Management of 
Its Monetary, Fiscal, and Debt Operations,” Hearings before the Joint Fconomic 
Committee on employment. Growth and Price Levels, 86th Cong. 1st sess P*ri- 
(Washington, D.C.: U.S. Government Printing Office, 1959). * ’ 
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a tiny fraction of a dollar may turn profits into losses and vice versa on 
transactions which often go into many millions of dollars. All told, the 
seventeen dealers do a business whose volume is estimated at from $300 
billion to $500 billion a year. Since margin requirements for holding fed¬ 
eral securities are very low—5 per cent or less—they require only a rela¬ 
tively small amount of capital of their own. With'the great bulk of their 
holdings on credit, secured by the pledged government issues, and with 
the banks controlling the source of this credit, it is the banks which in a 
sense determine how many firms are to be in this business. 

Apart from the Federal Reserve, the principal clients of the dealers are 
financial institutions which hold the largest share of the government debt. 
Short-term issues are also often purchased by nonfinancial corporations 
which prefer to hold highly liquid funds, needed, say, for the payment 
of dividends, in the form of interest-bearing assets rather than in nonearning 
cash. 

How the market for federal securities can be strengthened and debt 
management be improved, these are indeed issues of great urgency that as 
yet have not been resolved. The Eisenhow er Administration had hoped to 
consolidate the debt into issues of longer maturity; instead, the average 
length of the marketable debt was substantially lower when it went out 
of office than it had been in 1952. Debt management is essentially a new' 
governmental function in the United States. It is a task that is not mastered 
without trial and error and the lapse of time necessary to acquire experi¬ 
ence and to habituate the mind to the use of new methods to cope with new' 
problems. With debt management the responsibility of the Treasury, and 
the Federal Reserve pursuing monetary and credit policies of its own, some 
observers question the wisdom of continued formal independence of the 
Federal Reserve from the Treasury. In this matter they have on their side 
the high authority of the British Radcliffe Report, an influential statement 
on monetary policy, the authors of which have rejected the view that the 
public interest requires that the central bank should be assured complete 
independence from political influence. “Monetary policy,” they say, “can¬ 
not be envisaged as a form of economic strategy which pursues its own 
independent objectives. It is a part of the country’s economic policy as a 
whole and must be planned as such.” 35 Others, how ever, point to the les¬ 
sons of history and allege that domination of the central bank by the 
Executive has often invited financial disaster. 

To strengthen the market for federal bonds, it has been proposed to 
make a shift from stocks into bonds more attractive by deferring the capi¬ 
tal gains tax on stock market profits if the stock is sold and the proceeds 
invested in government bonds. Others want to allay the fear of the impact 
of inflation on the real value of bonds by the issue of obligations that 

,{i ’ Committee on the Working of the Monetary System, Report , Cnind. 827 (Lon¬ 
don: Her Majesty’s Stationery Office, 1959), p. 273. 
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promise to return dollars of constant purchasing power, the redemption 
value to be adjusted by a price index. Such securities have indeed been 
issued with good results in a number of foreign countries. How ever, it 
seems safe to say that measures of this type will contain a promise of suc¬ 
cess only if the public has good reasons not to anticipate higher and higher 
interest rates in the future. It is this anticipation which deters prospective 
purchasers of bonds, who have seen a massive destruction of assets by the 
rise of interest rates in the past and project this experience into the future. 
Finally, there are those who would make it mandatory for financial insti¬ 
tutions and institutional investors to hold certain portions of their port¬ 
folios in long-term government securities. “Forced loans” of this type are 
an old, established component of the arsenal of w ar finance. It is doubtful 
w hether their introduction will be acceptable in a situation short of a hot 
war. 


SUMMARY 

Public budgets have increased at unprecedented rates on account of 
inflation, war, social policy, depression, and the assumption of new govern¬ 
mental functions. Government expenditure represents approximately one 
third of personal income. Until the Great Depression, local budgets w'ere 
far larger than those of the federal government and the states; now local 
and state budgets together stand for over 40 per cent of the combined 
total. 

The growth of public budgets on the three levels of government calls 
for co-ordinated policies. Co-ordination is required by fiscal policy which 
considers public finances in their relationship to national income and em¬ 
ployment and to the price level. Fiscal policy is of much importance, and 
its study supplements that of the revenue aspects of taxation. Faxes arc 
traditionally considered instruments of revenue; apart from this they 
arc used as instruments of control—of a specific industry, for example, or 
of the aggregates affected by fiscal policy. 

Federal tax revenue originates mainly from the income tax; State reve¬ 
nue, from sales taxes; and local revenue, from property taxes. Taxes can be 
classified with the help of various criteria. One of these is shiftability or 
incidence. Direct taxes cannot be shifted by the payer to somebody else; 
indirect taxes can. Another criterion is the progressive, proportional, or 
regressive character of a tax or tax rate. Progressive taxation now is gen¬ 
erally regarded as fulfilling best the requirements of justice and equity in 
taxation. Justice in taxation is most often defined as taxation in accordance 
w ith the principle of ability to pay, and ability to pay is measured prefer¬ 
ably by income. The most important progressive tax, and the most im¬ 
portant tax altogether, is the federal income tax. In consequence of reduced 
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exemptions and higher incomes, it is paid now by more than 60 million 
people. 

Property taxes have untold defects, but they have been for long the 
mainstay of local finances, and no other sources are readily available. 

The sales tax, which in its various forms supplies roughly one half of 
state tax revenues, likewise invites criticism. It is regressive relative to the 
income of the taxpayer. But it is easily administered and paid; and in spite 
of its regressive character the burden which it places on the ordinary trans¬ 
actions of daily life is, if seen in isolation, so small that it is not considered 
unduly cumbersome by the taxpayer. 

Death taxes, in the form of estate and inheritance taxes, are levied by the 
federal and state governments. These taxes do not stifle investment in coun¬ 
tries with a large supply of saving; they operate against concentrations of 
wealth and income. The initial exemption allowed for the federal tax is 
rather high. 

Tax revenues of unprecedented amounts proved inadequate to stem the 
growth of the federal debt. From 1930 to 1960, it increased by $300 billion. 
The debt represents an inflationary potential of considerable danger. The 
interest burden is substantial. The payment of interest involves a transfer of 
money from the taxpayer to the bondholder; the extent to which both 
groups arc identical is an open question. There is the possibility of interest- 
free government financing, but this innovation would call for substantial 
adjustments in the policies of institutional investors. 

The management of the public debt confronts the monetary authorities 
with new and important problems which as yet have found no adequate 
solution. 
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Fhe history of taxation is traced in such works as Paul Studenski and H. E. 
Krooss, Financial History of the United States , New York, McGraw-Hill Book 
Co., Inc., 1952; Sidney Rattier, American Taxation , New York, W. W. Norton 
& Co., 1942; and Randolph E. Paul, 'Taxation in the United States , Boston, Little, 
Brow n & Co., 1954. 


STUDY QUESTIONS 

1. Why have public budgets increased so much? 

2. What is the difference between the cash budget and the administrative 
budget of the federal government? 

3. What is the “below the line” part of the British budget? 

4. What are the reasons for the financial stringency observed in recent years 
among many state and municipal governments? 

5. Is it possible for the lower political subdivisions to engage in “fiscal policy” 
and deficit financing? 

6. What is the most important tax revenue of the federal government, of the 
states, and of the local governments? 
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7. Can you uphold the progressive income tax merely on the basis of the 
principle of diminishing marginal utility of money? 

8. What is the purpose of the income tax exemptions? 

9. What is the reason for allowing husband and wife to file joint income tax 
returns? 

10. What are the principal criticisms of the property tax? 

11. What are the principal criticisms of sales taxes? 

12. How are estates and inheritances taxed? 

13. Which has grown faster in recent years, public or private debt? (See Survey 
of Current Business .) 

14. What is meant by the “management of the federal debt”? 

15. What are the pros and cons of the “bills-only” policy of the Federal 
Reserve? 

16. What are the pros and cons of advance refunding of the federal debt? 

17. What are the characteristics of the market for government securities? 

18. Are you in favor of formal independence of the Federal Reserve from the 
Treasury? 

19. What are some important examples of tax avoidance? 

20. What are some important examples of tax evasion? 
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NATIONAL DEFENSE 


CHARACTERISTICS OF DEFENSE 

Federal purchases of goods and services for national security had been 
in the neighborhood of $1 billion during the 1930’s. In 1941 such expendi¬ 
tures rose to more than $13 billion, and in the following years they reached 
a peak of over $88 billion. After the end of World War II, national security 
expenditures fell off to $15 billion, but the uncertain international situation 
during the late 1940’s and 1950’s was responsible for a new rise. From 1958 
to 1960 budget expenditures for major national security items were in the 
neighborhood of $45 billion a year (sec Fig. 55). Of this amount, $41 
billion is for military defense in general, $2.5 billion for the development 
and control of atomic energy, and close to $2 billion for military assistance 
to foreign countries. Approximately four million workers, the equivalent 
of one quarter of all employees in manufacturing, owe their livelihood 
directly to defense. 

Swift technological change with resulting rapid obsolescence has been 
a feature characteristic of the production of modern weapons. Defense 
production no longer turns out large numbers of standardized articles of 
relatively simple design. Instead, the means of destruction have become 
much more complex, forming whole “systems,” and their firepower is 
vastly greater. These characteristics of modern defense production have 
important economic implications. 

The complexity of modern weapons, their production in relatively small 
numbers, their new ness, and their high firepower have added to their cost. 
A missile that replaces the conventional antiaircraft shell costs sixty times 
as much as the latter. A nuclear-powered submarine is ten times as expen¬ 
sive as is a submarine of World War II vintage, and so is a jet fighter com- 
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pared with a World War II Navy fighter plane. The cost of an intercon¬ 
tinental ballistic missile was estimated at $2 million in 1957, that of a manned 
round trip to the moon at $2 billion. 1 

Federal, State, and Local Government Purchases of Goods and 
Services, in Billions of Constant (1959) Dollars 



FIG. 55. Note the large amount of government expenditures for defense, which have been a 
principal factor in raising government expenditures above the prewar level. From Survey of 
Current Business, July, 1960, p. 5. 


No wonder then that defense contracts for many of the modern weap¬ 
ons are concentrated among large companies. Some 600 concerns have 
contracts valued at $1 million or more. Voluntarily until 1959 and since 
then on a mandatory basis, they farm out a part of their business among 
subcontractors. Some problems have arisen in connection with subcon¬ 
tracting because the small firms complain that the subcontracts deprive 
them of their trade secrets, which they must share with the prime con¬ 
tractors. 2 

As new and complex devices are developed, relatively little military 
procurement can be done in response to competitive bidding, a method of 
purchasing that lends itself principally to readily recognizable standardized 
items that are clearly specified. Hence, about 85 per cent of military pro¬ 
curement is done by negotiated contracts, usually on a cost-plus basis, with 
the possibility of later renegotiation to recover unusually high profits. Not 
infrequently orders are canceled when new and more effective materials 
come to the fore. 


1 President’s Science Advisory Committee, Introduction to Outer Space (Washing¬ 
ton, D.C.: U.S. Government Printing Office, 1958); “The Cost of Outer Space,” 
Economist , July 9,1960, pp. 183 f. 

2 “Proprietary Rights and Data,” Hearings before Subcommittee No. 2 of the 
House Committee on Small Business, 86th Cong., 2d sess. (Washington, D.C.: U.S. 
Government Printing Office, 1960). 
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The changing emphasis on different types of weapons has had profound 
effects on various regions and industries. Detroit, an important arsenal of 
World War II, and the great concerns of the automotive industry no longer 
count as heavily as suppliers of military hardware. General Motors, which 
for many years ranked first in military orders, lost its place to the great 
aircraft manufacturers. However, since the late 1950’s defense spending 
for manned aircraft has declined sharply—as have orders for commercial 
airliners—and the position of the industry has become a precarious one 
(see Fig. 56). Employment fell by 25 per cent. The consequences of this 


Defense Expenditures for Major Types of Weapons 



1951 53 55 57 59 


FIG. 56. Note the rise of missiles and the relative decline of aircraft and conventional weapons. 
From Survey of Current Business , November, 1959, p. 6. 

were felt in Los Angeles and other centers of the aircraft industry. 3 

In 1958 the three leading defense contractors were Boeing Aircraft 
Company of Seattle with $1.9 billion orders, General Dynamics w r ith $1.5 
billion, and General Electric with $952 million. As increasing reliance is 
placed on missiles, the producers of electronic and electrical equipment 
absorb a larger and larger share of the defense business. The missile makers 
employ a type of personnel quite unlike that found in the mass-production 

^Charles J. V. Murphy, “The Plane Makers Under Stress,” Fortune , June, 1960, pp. 
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industries turning out standardized weapons. In some of these firms, the 
engineers constitute one half of the labor force. Indeed, huge numbers of 
scientists, technicians, and research workers owe their livelihood to the cold 
war. As the military establishment has become the most important source 
of funds for research, the impact of this has spread through the universities 
and it has not been limited to the natural-science departments. 

With the rate of obsolescence of weapons so high, with the technical 
complexity of new weapons so pronounced, and with so much of the work 
shrouded in secrecy, it is not surprising that the adequacy of the defense 
effort is a matter about which the average citizen can not easily have an 
informed opinion. He is confused further by the jockeying of the services, 
w'hose conventional division of functions is threatened by the rise of new 
weapons, and by the rivalry of the munitions makers which has given rise 
to advertising campaigns and lobbying. Since a number of communities are 
more or less completely dependent upon a military installation or a single 
supply firm, the resulting pressure and resistance to change creates an addi¬ 
tional determinant of military policy against which it is not always possible 
to stand up. 

Much of the responsibility for over-all planning and co-ordination of 
the defense effort rests with the National Security Council, a statutory 
body created in 1947, which is headed by the President and composed of a 
number of department heads and other high-ranking officials of the ad¬ 
ministration. The effectiveness of this agency is a matter of controversy. 4 5 
Those who consider our defense effort as inadequate make much of the 
role of the Treasury and the Bureau of the Budget in the deliberations of 
the council, where they are said to give undue weight to budgetary con¬ 
siderations. It seems that the Budget Bureau has indeed assumed the func¬ 
tion of a supreme arbitrator in military affairs, and this has become a matter 
of deep concern to all those w ho are doubtful w hether the Bureau can 
fulfill such a function without detriment to our national strength/ 1 

ECONOMICS OF INTENSIFIED DEFENSE 

“Budgetary defense,” that is, one whose intensity is determined by con¬ 
siderations which give great weight to the desire for economy, may seem 
too small. The question then arises whether military expenditures can be 
raised to higher levels, and what the economic consequences of this would 

4 See Hans J. Morgenthau, “Can We Entrust Defense to a Committee?” New York 
Times Magazine, June 7, 1959, pp. 9 ff. 

5 See Edward L. Katzenbach, “Bubud’s Defense Policy,” Reporter , June 23, 1960, 
pp. 25-30. On the general adequacy of defense and the feasibility of intensified effort, 
see Charles J. V. Murphy, “Is the Defense Budget Big Enough?” Fortune , November, 
1959, pp. 144 ff.; Committee for Economic Development, The Problem of National 
Security ; Some Economic and Administrative Aspects (New York, 1958); “Crossed 
Fingers on the Trigger,” Economist , December 19, 1959, pp. 1159 f. 
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be. In providing answers to these questions, it will be convenient to intro¬ 
duce the notion of the real cost of defense. The cost of defense, in real 
terms, is equivalent to the opportunities that must be foregone because of 
the use of resources, natural and human, for military purposes. Whether 
this cost is burdensome, or positive at all, depends upon the general eco¬ 
nomic situation surrounding the defense effort. 

Under Conditions of Unemployment . If there is unemployment, de¬ 
fense absorbs resources that otherwise would be idle. Thus the opportunity 
costs of defense during periods of unemployment arc zero: the resources 
that arc devoted to it need not be diverted from other uses. There are three 
qualifications to this statement. First, to the extent to which the defense 
effort absorbs exhaustible natural resources, these are gone for good and 
will not be available for use at a later period. The second qualification is 
based on the fact that the defense effort requires labor. But since, under 
conditions of unemployment, labor is withdrawn from idleness that is in¬ 
voluntary, no real costs in terms of sacrifice or cost of opportunity arc 
incurred. Thirdly, however low the employment status of resources may 
be, it is likely that the defense effort, moderate as it may be, will require 
goods perhaps along a few specific lines where the supply cannot readily be 
expanded in the short period. In the case of such goods, so-called “bottle¬ 
necks” arise, specific shortages that call for satisfaction of nondefense re¬ 
quirements along a diminished scale. 

Whatever the significance of these qualifications may be, it may be held 
that defense, if undertaken during periods of unemployment, not only does 
not require cost in real terms but actually induces an increase in employ¬ 
ment and income over and above that represented by the defense effort 
itself. The mechanism which produces these effects is the well-known 
multiplier, explained on page 122. The rewards that accrue to the owners 
of productive services which are drawn into defense employment enable 
these to increase their rate of spending and thus induce increased activity 
in the consumer goods sector of the economy. 

Under Full Employment. The foregoing discussion can be summarized 
in the statement that under conditions of unemployment the defense effort 
takes place by means of expansion of production. Once resources are fully 
employed, no further expansion of production is feasible. Full employment 
may come about as the result of defense-induced expansion, as it did during 
the early forties. Or the stepping-up of the defense effort may start under 
conditions of full employment. In such a situation the rate of defense pro¬ 
duction can be increased only by means of conversion of resources origi¬ 
nally devoted to civilian purposes. Under conditions of full employment, 
defense thus requires the outlay of real cost. People must forego the use 
of goods for consumption or investment that would absorb resources ear¬ 
marked for the defense effort. 

These considerations can be expressed in the form of the familiar 



ECONOMIC PROBLEMS OF NATIONAL DEFENSE 50 9 

metaphor of guns versus butter. Under conditions of unemployment the 
production of “guns”—military implements—does not occur at the cost of 
reduced production of “butter”—civilian supplies—because guns can be 
obtained with the help of idle resources. On the contrary, increased output 
of guns may induce, via the multiplier, increased production of butter. 
But once resources are fully employed the alternatfve of guns versus butter 
does pose itself. It is then no longer possible to produce all the guns and 
all the butter that would find a market. Increased munitions output re¬ 
quires sacrifices on the part of the civilian population. The steel, the man¬ 
power, and the plants that are made available for the production of weap¬ 
ons cannot be used for the production of automobiles. 

The distinction between a defense effort under conditions of unemploy¬ 
ment and under conditions of full employment, while it is a theoretically 
valid one, must not be allowed to becloud the fact that in a dynamic econ¬ 
omy such as ours the notion of full employment or production has a good 
measure of flexibility. Population growth and rising productivity constantly 
expand the limit of our capacity. There are further possibilities for raising 
it by drawing on the reserve of “marginal workers,” such as youngsters, 
old people, and women usually not in the labor force, and also by lengthen¬ 
ing the hours of work. The potential of an economy such as that of the 
United States is enormous indeed. However, if the defense output is raised 
significantly, the conversion of production from civilian to military uses 
would begin to be felt more severely; and the control of inflation by means 
of taxation would have to be supplemented by direct controls. Gradually, 
the defense economy would assume the characteristics of a war economy. 

THE SOURCES OF DEFENSE OUTPUT 

Current Production. The brunt of the defense effort is borne by the 
generation living at the time when it is undertaken. T he production of a 
missile or of an airplane requires current manpower. The automobile that 
must be done without because productive resources are diverted to muni¬ 
tions output is not available for current use. The defense effort is based on 
current production. Under conditions of full employment it reduces the 
share of civilians in the national income. 

National Wealth . But current production, or the national income, is 
not the only source of defense production. The defense effort may also 
entail the liquidation of capital assets or national wealth. Such dissipation 
may assume various forms whose respective importance reflects the dif¬ 
ferent structure of diverse national economies. In its most conspicuous 
manifestation the liquidation of national wealth may consist of the deple¬ 
tion of national resources such as oil or coal. A similar type of liquidation 
of capital may occur in the form of depletion of business inventories. Still 
another type of capital consumption may result from the cessation of ade- 
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quate provisions for the maintenance and replacement of productive facili¬ 
ties or of durable consumer goods such as houses and automobiles. 

A country may also use its stock of gold for defense purchases from 
abroad. For the same purpose, it may liquidate foreign investments or incur 
foreign obligations. The effect will be the same if gold or foreign assets are 
not used directly for the payment of deliveries for defense but rather for 
civilian imports which, because of the utilization of domestic resources for 
defense, cannot be obtained at home. 

The effect w ill again not be dissimilar if a country incurs foreign obliga¬ 
tions as a result of spending for foreign military and economic aid, the 
maintenance of military installations abroad, troop pay, and the like. These 
payments, when acquired by foreigners, equip them with claims against 
the disbursing country and increase its short-term foreign obligations. This 
indeed has been the experience of the United States, which in 1960 faced 
short-term liabilities to foreigners amounting to $20 billion, not all of it, of 
course, due to spending for defense. This sum then exceeded the total value 
of our stock of monetary gold, which had been reduced to $19 billion 
partly as a result of the operation of the same factors w hich caused our 
short-term foreign obligations to increase. These matters wnll be discussed 
more fully in Chapter 22. 

All these transactions are forms of capital consumption. They reduce 
the quantity and quality of wealth that can be passed on to future genera¬ 
tions and in this sense represent a transfer of at least a part of the defense 
burden from the present generation to future ones. 

FINANCING DEFENSE EXPENDITURES 

The methods used for internal financing of defense expenditures do not 
affect, in themselves, the distribution of the defense burden over time. 
Contrary to popular opinion, it makes, in this respect, no difference whether 
a program of munitions production is financed from tax receipts or loans. 
In other respects, how ever, the method of finance is important because of 
its impact on economic institutions and because it determines the incidence 
of the burden on the different components of the population. 

In the follow ing discussion of defense finance, it is assumed that full 
employment prevails. If the government has placed orders for missiles that 
are to be produced with the help of resources otherw ise devoted to automo¬ 
bile production, the rate of automobile output is bound to fall accordingly; 
and there will be fewer automobiles to go around. This effect itself, the 
negative defense effort, cannot be undone by methods of defense finance. 
The automobiles are not available if the missiles are paid with tax receipts, 
and they arc not available either if the missiles are paid out of the proceeds 
of government loans. Defense finance, however, can go a long way in de¬ 
termining the distribution of reduced supplies among the population. 
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Inflation and Defense. Under the price system the placement of de¬ 
fense contracts by the government implies that productive resources are 
bid away from prospective civilian users. If the defense effort is not tax- 
financed, a higher level of prices results from this process of bidding. 
Civilian users are thus prevented from acquiring the goods, or from com¬ 
manding the productive resources, which are needed for defense. Thus 
defense, if operating solely with the help of the mechanism provided by 
the price system, is inflationary under conditions of full employment, and 
its burden is borne by those groups of the population upon whom the 
incidence of inflation rests especially heavily: receivers of salaries and fixed 
incomes, bondholders, creditors at large, and wage earners with limited 
bargaining strength. 

Since all defense expenditures of the government would accrue to the 
factors of production as increased income, their spending power would 
soon be raised to a dangerous level. With the enlarged incomes, they could 
again bid for the goods and resources needed for defense. If the govern¬ 
ment wants to secure the continued use of resources for defense purposes, 
it would be necessary to increase continuously the injection of new money 
into the economy. It is doubtful that defense production could function 
efficiently under the galloping inflation that would ensue. 

There are a number of public policies with whose help the inflationary 
effects of full-employment defense can be minimized. They consist, in 
the main, of an increase in the rate of voluntary saving, of more severe 
taxation, and of the imposition of direct controls. 

Increased Savings. If the people were to raise their rate of saving vol¬ 
untarily when defense production expands, the concomitant reduction of 
consumer demand would allow the equation of supply and aggregate con¬ 
sumer and defense demand at a price level not substantially higher than 
that which prevailed in the absence of the defense effort. Some increase in 
prices is likely to occur, however, because of the emergence of bottlenecks 
and because the reduction of consumer spending may not set free exactly 
those resources which the government wants to absorb for defense. Instead 
of economizing on purchases of automobiles, people may restrict their visits 
to the theater. This will set free the services of operatic stars, while the de¬ 
mand for essential resources continues unabated. 

While increased saving rarely will avoid completely an increase in 
prices, it will lead a long way toward this goal. For this reason, full-employ¬ 
ment defense policies generally contain public programs aiming at the en¬ 
couragement of voluntary saving. Savings regarded as the difference be¬ 
tween income received and consumption, and consumption being reduced 
by increased savings, the form in which the savings are held makes, broadly 
speaking, little difference. They may be put into monetary hoards, bank 
deposits, life insurance policies, or government bonds. But the purchase of 
government bonds is often the most conspicuous manifestation of increased 
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saving. The success of » exhortation, “Save more," can be gauged less 
easily than the success of a campaign aiming at increased sales of govern, 
ment bonds. For this reason, and also to encourage the widespread holding 
of debt, public policies designed to increase the rate of saving often assume 
the form of high-pressure "bond sales. Arrangements of this sort fail to 
serve their purpose if the public simply exchanges for bonds assets accumu¬ 
lated in the past, or if it finances its purchases of bonds with cm rent income 
that would be saved anyhow. 

The statement that the form in which savings are held is substantially 
irrelevant stands modification in one important respect. If the savings are 
held in a very liquid form, their mobilization may be encouraged prema¬ 
turely, The terms on which government bonds are sold to the public often 
arc so constructed that they contain an inducement to hold the bond until 
maturity. For example, the redemption scale of the Series E savings bonds 
is so constructed that the rate of interest gradually increases if the bond is 
held until maturity. 

Tax Policies . If the defense effort is vigorous, a program of voluntary 
saving will not restrain inflation adequately. Recourse is then necessary to 
more severe forms of taxation. In order to discourage consumption rather 
than saving, tax policies may, under these circumstances, tend to be less 
progressive, or more regressive, placing a relatively high burden on those 
who, in the absence of such taxation, would be inclined to spend on con¬ 
sumer goods the money which the tax collector receives. A national sales 
tax, general or on a wide range of goods, may be an instrument used in 
such a situation. 

In any event, taxation would have to be rather severe, perhaps unduly 
so, if inflation is to be avoided in the face of a vigorous defense effort 
undertaken under conditions of full employment. It would not suffice to 
levy taxes equal in amount to the defense disbursements of the govern¬ 
ment. This would be adequate only if, under the influence of such taxation, 
the consumers would reduce their demand, and in suitable proportions, for 
commodities which absorb those resources which the government wants 
to utilize for defense. What was true in the case of increased voluntary 
savings may be true in the case of stepped-up taxes: people may economize 
on consumer items whose production does not absorb defense-essential 
resources. But even if this would be different, a tax effort of the magnitude 
required for financing a full-fledged defense program might affect produc¬ 
tion unfavorably. If taxation is very severe, economic incentives are weak¬ 
ened. This would not place a ceiling on the productive effort of those who 
are inspired by patriotism rather than by ordinary economic incentives. 
But even if their number should be considered substantial, it would be 
unjust to exploit their noble impulses by imposing upon them the principal 
burden of the defense. All these considerations add up to the conclusion 
that reliance on tax policies may not suffice for keeping inflation within 
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acceptable limits. Eventually, direct controls supplement and, to some ex¬ 
tent, supplant policies of increased taxation. 

Increased taxation may be made more palatable by promising > he tax¬ 
payer a refund that will come due under more favorable circumstances, 
that is, at such a time when the need for defense presumablv w il have 
abated and consumer-goods production is forthcoming in larger • olume. 


ENCOURAGEMENT OF EXPANSION 

Increased taxation, being likely to have unfavorable effects on produc¬ 
tion, may be accompanied by special measures designed to induce business 
to expand production and productive facilities. Subsidization in various 
forms will be designed to favor the defense sector of the economy. Some¬ 
times subsidies are granted in the form of differentials to high-cost pro¬ 
ducers, an arrangement which may check the increase in the price of the 
product. 

To encourage the construction of new productive facilities the govern¬ 
ment usually allows an accelerated amortization of such facilities for in¬ 
come tax purposes. That is, if the ordinary useful length of the life of the 
newly constructed asset were 15 years, the concern’s taxable income per 
year could be reduced by one fifteenth of the cost of the asset. If now 
amortization is accelerated to, say, five years, the concern’s tax bill during 
these five years will be much lower, the taxable income being reduced every 
year by one fifth of the cost of the asset. After the expiration of the 
amortization period, taxable income would be higher than it would be 
under ordinary amortization provisions. But possibly by then the useful¬ 
ness of the asset has diminished, owing to changing conditions; and the 
income of the concern is reduced on this account. Or if by then the emer¬ 
gency is over, tax rates may have been lowered. If these possibilities ma¬ 
terialize the granting of accelerated amortization will entail genuine savings 
in taxes. If they do not, accelerated amortization grants the taxpayer what, 
in effect, amounts to an interest-free loan from the public treasury. Either 
alternative, of course, is an attractive one and may be a powerful induce¬ 
ment to the expansion of productive facilities. 


DIRECT CONTROLS 

Functions of Direct Controls. Direct controls such as the allocation of 
productive resources and rationing of consumer goods have two principal 
functions. First, they are designed to distribute available supplies among 
the population more equitably than would be possible under the price sys¬ 
tem and in the face of the inflationary tendencies brought about by its 
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operation. Second, direct controls may be necessary to facilitate the de¬ 
fense effort in a more straightforward and efficient manner than would be 
possible if exclusive reliance were placed on the price system. 

Under the price system, entrepreneurs are induced to shift production 
from less profitable lines to those which offer more attractive rewards. 
Under the price system the superior purchasing power with which the 
government can equip itself is capable, for defense purposes, of bidding 
away resources from those who would want to use them for nondefense 
purposes. But the price system is equipped primarily to bring about rela¬ 
tively small changes in production, and its mechanism is rather time¬ 
absorbing. Its usefulness will be strained under a vigorous defense effort, 
and it will be supplemented by government subsidies of various types 
designed to induce the expansion of activities of military importance. If 
swift changes are required on a large scale, as they well may be for purposes 
of defense, direct controls, more specifically the allocation of productive 
resources by government agencies, may have to replace the operations of 
flic price system. 

Price Control. Price control measures, fixing maximum prices for com¬ 
modities and services, arc generally the entering wedge for more stringent 
types of control. To be successful, measures of this type must cover a 
broad range of commodities and services; and apart from this, they call for 
supplementation by means of rationing and allocation. 

If price control is highly selective, productive resources will leave the 
controlled sector and move into that part of the economy which is free 
from control. Output in the controlled sector thus tends to be starved, and 
the structure of production becomes distorted. If only consumer prices are 
controlled, production may be badly paralyzed and a black market may 
flourish. In order to avoid these contingencies the control must cover factor 
prices as well. 

In order to prevent the discouragement of production in the defense 
sector by price control, the latter may be combined with the granting of 
cost-plus contracts for defense purposes. Under such contracts, however, 
there is little incentive to economize, especially when the “plus” or premium 
is a percentage of cost rather than a fixed amount. A famous joke is told 
of three businessmen meeting at lunch, each eager to pick up the check. 

I he first says he is on an expense account. The second insists that the 
outlay will reduce his tax bill. The third wins out, because he is under a 
cost-plus contract and can actually make money by increasing his expenses. 

If price control is enacted without supplementation by rationing, the 
controlled price, if set below the equilibrium price, will fail to equate 
demand and supply. At the controlled price, demand will exceed supply. 
Customers will have to form queues. Either those who come first will be 
served first, or the supply will be “rationed” by the seller in accordance 
with his personal preferences. 



ECONOMIC PROBLEMS OF NATIONAL DEFENSE 


515 


Rationing of Consumer Goods. In this situation, rationing by public 
authorities will have much to commend itself. The technique of rationing 
has made much headway during the two World Wars. Fundamental to 
all types of rationing is an inventory of available stocks and estimates of 
their adequate level and of the rate of production. Once these data have 
been ascertained the share available per consumer is calculated, either on 
a straight per capita basis or in a modified form which differentiates accord¬ 
ing to the special needs of certain groups of people—in the case of gasoline 
rationing, for example, the requirements of physicians. Coupons are then 
issued which must be presented whenever purchases of the rationed article 
are made. Where consumer preferences are fairly well-known in the mass 
and on the average, point-rationing can be introduced to allow some 
individual modification of purchases. A consumer is equipped, for example, 
with a hundred points, which together are valid, alternatively, for the 
purchase of ten eggs or two pounds of butter. 

If the rationing system is highly selective, demand and productive 
resources will concentrate on the unrationed sector of the economy, 
causing expansion along lines that may compete with the defense effort. 
But in a less vigorous defense economy, which is not pervaded by shortages, 
the restriction of rationing to a few bottleneck commodities will not be 
accompanied by adverse consequences of the characterized variety. 

Allocation of Productive Resources. The allocation of productive re¬ 
sources may become necessary either in conjunction with a fully developed 
system of price control and rationing or regardless of it. Allocation may 
again be applied along selective lines or universally. A full-fledged defense 
effort requires a universal system of allocation, but long before that time 
selective measures may be called for. 

The control may assume the form of “priorities,” compelling manu¬ 
facturers to give preference to military purchasing contracts ahead of 
others. It may then be expanded to include more stringent forms of inven¬ 
tory control and total regulation of the use to which productive resources 
can be put. Controls of this sort are bound to limit the availability of goods 
for private investment if the latter competes with the defense effort. They 
can be used also for guiding such investment into desirable channels. A 
similar purpose is accomplished by the regulation of new issues of corporate 
securities, aiming at discouraging the expansion of business along unde¬ 
sirable lines. 

In a fully developed defense economy, manpower is rarely excluded 
from the range of productive resources subject to government allocation 
and control. Workers are “frozen” in occupations considered essential, 
and they may be assigned to certain jobs. Often the government proclaims 
a general duty to work. Efforts are made to keep loss of labor time due to 
labor disputes to a minimum, and wage control is imposed to check infla¬ 
tionary pressure. 
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THE GOVERNMENT IN THE DEFENSE ECONOMY 

The controls outlined in the preceding section go a long way to enhance 
the power of government. Public authorities do indeed assume a paramount 
role in the defense economy. The more vigorous the defense effort be¬ 
comes, the greater is the need for centralized co-ordination, synchroniza¬ 
tion, and planning. Moreover the government must formulate an over-all 
mobilization plan which can take effect in the case of need and must hold 
in readiness stand-by controls. 

Apart from the formulation of over-all plans and the imposition of con¬ 
trols, defense requires a number of specific policies, such as the encourage¬ 
ment of stand-by capacity, stock piling, industrial dispersion, and the 
promotion of research. In connection especially with stand-by capacity 
the importance of the time element in defense stands out. 

The Element of Time. In defense, often time is of the essence. Adequate 
preparedness is the result of protracted efforts that frequently stretch over 
a number of years. As Sir Winston Churchill put it, a defense program, 
once formulated, will yield nothing in the first year and very little in the 
second. Somewhat more comes forth in the third year, and the fourth year 
produces a veritable flood. 

The significance of the time element is aptly illustrated in the following 
remarks of the President’s Air Policy Commission: “It takes four to seven 
years to develop a new plane from the engineering board to production. It 
takes longer than that to develop many of the weapons which will be used 
in any future war. No airplane was used by the United States in World 
War II which had not been designed before we entered the War. Only 
improvements were made after Pearl Harbor; there was no change in 
fundamental design in any plane which saw war service.” 0 

This was the situation in World War II, which began in 1939 and ended 
in 1945, with the United States entering in 1941. Since then, the weapons 
of war have undergone profound changes, and a new war might be a matter 
of a few minutes’ duration. This possibility has of course hugely intensified 
the importance of the time element and obliterated the dividing line 
between the defense economy and the war economy. Once war has broken 
out, there might be no time to build up a war economy. 

The length of time required for sustained defense planning may call 
for the early placement of orders on which deliveries will be made over 
long periods of time. With respect to the more conventional types of 
weapons needed for peripheral w^ars, it may require stand-by capacity, 
which consists of productive facilities that, for the time being, are redun¬ 
dant but can be draw n into production on short notice. 

The need for stand-by capacity is reduced when there are export 

0 President’s Air Policy Commission, Survival in the Air Age (Washington, D.C.: 
U.S. Government Printing Office, 1948), p. 20. 6 
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industries that produce materials essential for defense in quantities exceed¬ 
ing domestic requirements. Germany’s favorable machine tool position 
during World War II reflected in no small measure the utilization of 
capacities that before the war had supplied foreign markets. 

In a somewhat different sense, stand-by capacity is also required in those 
industries where the ordinary civilian demand is only a very small fraction 
of wartime requirements. In the case of airplanes, for example, ordinary 
civilian demand is about 1 per cent of the wartime output—calculated in 
terms of airframe weight. In industries suffering from fluctations of de¬ 
mand as excessive as these, technologies can only be advanced and industrial 
know-how for mass production accumulated if there is some measure of 
protection against changes of momentous impact. 

Stockpiling . Various materials, especially mineral products, arc not 
available at home in quantities that would suffice for the support of a 
sustained war effort. These materials generally are referred to as strategic 
or critical. The position of the United States can be much improved by 
government-sponsored stockpiling programs aiming at the accumulation 
of substantial supplies. Building up the stockpile required annual outlays 
of close to $1 billion in 1953 and 1954. Suitable import policies, combined 
with policies of domestic production, had to be formulated in order to 
accumulate the desired amounts. However, changing technologies, result¬ 
ing in changing requirements, as well as doubts about the duration of a 
new conflict have diminished stockpiling needs, and the annual expenses 
for additions now have fallen to $150 million. On the whole, the stockpile 
is considered adequate, and long-term supply contracts in the face of re¬ 
duced requirements have created a situation where there is a surplus of 
certain materials, whose commercial disposal would seriously depress the 
respective markets. 

Of the total stockpile, worth $16 billion, of which over $7 billion con¬ 
sists of agricultural products, some $4 billion are reported to be surplus. 
Its retention may possibly be justified by the consideration that, even if 
the duration of a new war may be a very short one, the resources may be 
useful for postwar reconstruction. 

The number of commodities contained in the stockpile is very large, 
extending from such items as copper, aluminum, zinc, and nickel to opium, 
feathers, and castor oil. The upheavals in the newly constituted Republic 
of the Congo in 1960 caused concern among many people about the further 
flow of cobalt, of which this region is an important supplier. However, an 
adequate amount of this highly strategic commodity was reported to be in 
the stockpile as early as in 1958. Nevertheless, the government is under 
long-term contracts to buy more of it, at $2 a pound, although the market 
price has fallen to $1.50 a pound. A similar situation prevails with respect 
to a number of other commodities. 

Control of Exports , Just as imports to our own shores may strengthen 
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our economy, so may imports to an enemy country add to its economic 
strength. In times of full-fledged warfare, control over exports tends to 
become very stringent, and restrictions are placed not only on the trading 
activities of a country’s own nationals but also on the trade of third coun¬ 
tries with the enemy. 

Since the Korean conflict of the early 1950’s, trade of the free world 
with the Soviet bloc has been a thorny problem. United States policy is 
controlled by the Export Control Act of 1949 and the Battle Act of 1951. 
This legislation places an embargo on the exportation of “strategic,” or war 
materials, from the United States to the Soviet bloc and makes the exporta¬ 
tion of other materials subject to strict regulation. The Battle Act further 
declares it to be the policy of the United States to supply no military, eco¬ 
nomic, or financial assistance to any country which fails to apply similar 
principles in its trade with the Soviet bloc. 

Since the early 1950’s United States trade with Communist China has 
been under much more stringent control than trade with the members of 
the Soviet bloc in Europe. In line with an embargo placed on the former 
country by the United Nations during the Korean conflict in 1951, United 
States trade with Communist China has been entirely prohibited. United 
States exports to the members of the Soviet bloc in Europe arc limited to 
nonmilitary items, but the restrictions have been liberalized over the years 
and the range of items whose exportation is allowed has gradually increased. 

On the whole, the members of the free world follow the United States 
trade policy vis-i-vis Soviet Russia and eastern Europe, but they have been 
unwilling to continue the embargo of Communist China. Many of them 
have recognized this country, and as their ties with South Korea, Formosa, 
and South Vietnam are not close ones, they do not consider themselves 
committed to a “political quarantine” of Communist China. Hence, they 
have discarded the so-called “China differential,” and since 1957 have 
placed their trade with Communist China on the same footing as their trade 
with the other members of the Soviet bloc. The policies of the West and of 
Japan in these matters arc co-ordinated by two standing committees with 
headquarters in Paris, the International Co-ordinating Committee—known 
as COCOA!—which has jurisdiction over trade with the Soviet Union and 
her European satellites, and the China Committee—CH1NCOM—for trade 
with Communist China. While the United States government has in no case 
formally invoked the Battle Act, it has expressed its apprehension about the 
resumption of trade with China, and in general has favored a policy of 
refusing the Soviet countries credit for periods longer than six months. In 
this case, too, the European countries have been ready to make greater 
concessions. 

As the Chinese market has been opened to Britain, Japan, Germany, and 
other leading countries eager to trade with that country, United States ex¬ 
porters find themselves at a serious disadvantage. There would be no argu- 
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ment about the loss of potential trade if we could be sure that our trade 
policy, specifically the embargo against Communist China, has actually 
weakened the economic strength of the Soviet bloc. Some deny this and 
insist that our policies have made the satellites more dependent on Soviet 
Russia, 7 strengthened the tics between Soviet Russia and Communist China, 
and have contributed to making the whole Soviet bloc more self-sufficient. 
The restrictions on imports made the Russians aware of certain bottlenecks 
in their own production, gaps which they filled in due course. Eventually 
the whole Soviet world came to rely on Russia as a supplier of industrial 
equipment and of whole installations, and the whole system has become 
closely integrated as the result of the widespread adaptation to standardized 
Russian engineering designs. 

Industrial Dispersion and Civil Defense . In view of the devastating 
effects of nuclear warfare, a policy of dispersing our highly concentrated 
industrial establishment might recommend itself. Some 70 per cent of the 
industrial capacity of the United States is located in 50 large metropolitan 
centers. The cost of a complete dispersal of these facilities was estimated 
at $300 billion in 1950. Thus far, public policy seems to aim primarily at 
guiding new facilities into the less exposed regions rather than at relocating 
existing facilities. The Civil Defense Administration, which has its head¬ 
quarters in Battle Creek, Michigan, has employed chiefly the power of 
persuasion in its attempts to secure industrial dispersal. 

According to a British study of 1956, six H-bombs would cover the 
whole surface of England if dropped in a row, and ten or twelve, regardless 
of where they fall, would leave little of England habitable. 8 In the United 
States, a hypothetical attack with 263 nuclear warheads was estimated in 
1959 to cause the destruction of about half of all dwelling units, damaging 
them and causing them to be uninhabitable for extended periods of time. 
Radiation and fall-out would spread over wide areas of the United States. 9 
The number of people that would perish as a result of a nuclear attack has 
been estimated in 1957 at from 75 million to 100 million. It is claimed that 
the number of casualties could be much reduced by evacuation and the 
construction of blast and fall-out shelters. A comprehensive program of 
this sort would require outlays of from $20 billion to $40 billion according 
to estimates prepared in 1957 and 1958. 10 Compared with this, civil and 
defense mobilization expenditures, which have ranged from $50 million to 
$75 million in recent years, seem entirely inadequate. 

7 Address of Henry Ford II before the Convention of the National Automobile 
Dealers Association, San Francisco, January 28, 1957. See also “Strategic Trade Control: 
A Stimulus to Russia?” Manchester Guardian Weekly , July 22, 1954, p. 3. 

H Nuclear Weapons (London: Her Majesty’s Stationery Office, 1956). 

* Hearings before a Subcommittee of the Joint Committee on Atomic Energy, 
June 22 to 27, 1959. 

10 H ear mgs before a Subcommittee of the House Government Operations Com¬ 
mittee, February 5 and 13, 1957; Report of the same Committee released August 10, 1958. 
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THE ECONOMICS OF DISARMAMENT 

To reduce the threat of nuclear warfare, the United States has for many 
years explored the possibilities of disarmament. Disarmament may involve 
the cessation of further testing of nuclear weapons, or it may go substan¬ 
tially beyond this specific objective and bring about a massive reduction of 
government spending for defense. With approximately 10 per cent of our 
gross national product expended for purposes of national security, disarma¬ 
ment would constitute difficult but tractable problems of economic ad¬ 
justment. 11 These are illustrated by our past experience with fluctuations 
in defense spending, which, while not the sole cause of the recessions of 
the 1950’s, nevertheless exerted an extremely significant influence in this 
respect. 12 

A reduction of defense expenditures would, first of all, set free re¬ 
sources no longer needed for military purposes. To the extent to which 
these resources are so highly specialized that there are only few alternative 
uses for them, as, for example, installations and personnel for the testing 
of nuclear weapons, their transfer to other employment w ill be difficult 
unless a new market for them develops in the field of arms control. But their 
case is an extreme one, and in general the opportunities for the “recon¬ 
version” of resources for nondefense uses are much better. 

To utilize these opportunities, the reduction of government demand 
for defense production must be compensated by the expansion of con¬ 
sumption and investment along other lines. For this purpose, tax reduc¬ 
tions—to stimulate private consumption and investment—and increased 
expenditures for foreign aid and domestic public consumption commend 
themselves, as do other policies designed to stimulate investment. The lat¬ 
ter will require a policy of easy money and low interest rates, combined 
with a vigorous program of checking inflation by means of nonmonetary 
policies. Policies of hard money and high interest rates failed to prevent 
inflation during the 1950’s, the causes of inflation not being exclusively 
monetary ones. By the same token, easy money and low interest rates need 
not be inflationary if effective restraints on wages and prices are fashioned 
in time. 

When World War II came to an end, the economy of the United States 
faced a huge reconversion problem. At that time there were many who 

11 See Gehard Colm, “Economic Implications of Disarmament,” Illinois Business 

Review , Vol. XIV, No. 7 (July, 1957), pp. 6-8; Seymour Harris, “Can Wc Prosper 
Without Arms?” New York Tiwes Magazine , November 8, 1959, pp. 18 ff. See also a 
special issue on “Arms Control” of Daedalus , Fall, 1960, a periodical published by the 
American Academy of Arts and Sciences, with contributions by Kenneth E. Boulding 
and Thomas C. Schclling. D 

12 Joint Economic Committee, Staff Report on Employment, Growth and Price 

Levels, 86th Cong. 1st sess. (Washington, D.C.: U.S. Government Printing Office, 
1960), p. 216. 6 
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predicted widespread unemployment as the result of the cessation of war¬ 
time spending by the government, but these predictions did not come true. 
They failed to come true because the wartime restrictions on production 
for civilian use—especially of durable consumer goods—had created a large 
backlog of pent-up demand. This demand became effective after the war, 
and an immediate postwar depression was avoided. In the situation in which 
the United States finds itself in the early 1960’s, there is no similar backlog 
of pent-up demand for automobiles, washing machines, etc. If disarmament 
should occur, only a limited reliance could be placed on an expansion of 
private demand for consumer goods in response to tax reductions. Hence, 
it is necessary to combine tax reductions with the policies outlined in the 
preceding paragraph in order to check the threat of a depression which 
the Soviets hope would cripple the capitalist system. 

SUMMARY 

Expenditures for the military defense of the United States, though they 
are far below the peak reached during World War II, absorb percentages 
of the national income and of public expenditures that are considerably in 
excess of what was considered normal in prewar years. 

The burden of a vigorous defense effort on the public weighs more 
heavily in periods of full employment than during depressions. In times of 
unemployment the real costs of defense approximate zero; during times 
of full employment the defense effort absorbs productive resources that 
would otherwise be employed for civilian purposes. 

Defense production is derived from current output—the national in¬ 
come—as well as from the liquidation of accumulated assets—the national 
wealth. The relative proportions of these two components vary in different 
countries and during different periods of time. 

If the defense effort takes place under full employment the expenditures 
entailed by it are inflationary. To minimize inflation, increased saving and 
taxation are called for. A vigorous defense program may eventually re¬ 
quire direct controls, such as rationing, price control, and allocation of 
productive resources. Policies of this sort greatly enhance the power of 
government. 

Specific public policies aim at the creation of stand-by capacity, at 
stockpiling, at industrial dispersal, and at the control of exports. 

A disarmament program would call for policies designed to create an 
effective demand for the use of the resources set free for nonmilitary uses. 
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STUDY QUESTIONS 

1. What has been the impact of shifts in defense procurement on different 
industries and regions? 

2. Why is it difficult to dispose of defense contracts by means of competitive 
bidding? 

3. How can national wealth be utilized for defense? 

4. What is the role of large and small business in defense? 

5. What is a cost-plus contract? 

6. What is the significance of the time element in defense production? 

7. What is the present status of the United States stockpile of strategic 
materials? 

8. What is the present status of industrial dispersal and civil defense in the 
United States? 

9. What is the present status of export control in the United States? 

10. What arc the pros and cons of export control as a cold-war weapon? 

11. How would disarmament affect the United States economy? 

12. What is meant by “stand-by capacity” and what by “bottlenecks”? 

13. What is the function of direct controls in a defense economy? 

14. Why is the operation of the price system supplemented public policies under 
conditions of intensified defense? 

15. What is meant by “conversion” and “reconversion”? 

16. Why is it necessary to raise the rate of saving under conditions of intensified 
defense? 

17. Can the burden of defense be transferred to future generations? 

18. What types of “marginal workers” can be drawn into the defense economy? 

19. What are the real costs of defense under conditions of unemployment? 

20. Why is it so difficult for the citizen to appraise the adequacy of a defense 
effort under modern conditions? 
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THE SOVIET 


ECONOMIC CHALLENGE 


The retaliatory power of the United States must be kept strong to pre¬ 
vent the use of Soviet military power in a manner that would result in a 
general war. But the Soviet threat is not exclusively a military one. In addi¬ 
tion, the Soviets pose an economic challenge by threatening to outproduce 
us and by their economic penetration of foreign countries. Indeed, if they 
want to make this challenge effective, they must concentrate their efforts 
on the economic development of their country rather than pursue policies 
that invite the risk of a general war with its devastating consequences. 

If a friendly country were to outproduce us, this need not constitute a 
menace to our security and peace. If other people want to work harder to 
have a third or fourth car in their garage, this does not need to disturb our 
slumber nor does it need to invite imitation. The Soviet goal of outproduc¬ 
ing us does constitute a menace because of the inherently aggressive and 
expansionist character of the Soviet system. The Soviets want to demon¬ 
strate to the uncommitted parts of the world that their economic system 
is a superior one. They want to weaken us, isolate us, and eventually sub¬ 
vert us. 


SOVIET ECONOMIC STRENGTH 

The economic challenge of the Soviets is made on the basis of an eco¬ 
nomic strength that was vastly inferior to that of the United States only 
a few decades ago. It is still inferior to ours, but as it has been growing 
very rapidly in recent years, the high rate of growth cuts into our lead. 

Soviet claims often are grossly exaggerated and the Soviets do not make 
available detailed and reliable statistical information. However, the director 
of the United States Central Intelligence Agency, from whose various state- 
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ments the data given in this and the following paragraphs have been drawn, 
declares it as undisputed among experts that Soviet Russia has become sec¬ 
ond among the world’s industrial powers within the span of three decades. 
As to the rate of industrial growth attained by the Soviets during the 1950 ’s, 
he notes substantial agreement on a range of estimates varying from 9 to 
10.5 per cent a year. “Virtually all Western measurements,” he says, “point 
to this conclusion—that Soviet industrial production has been growing at 
a rate at least twice as rapidly as that of the United States since 1950.” As 
to the rate of growth of the Soviet gross national product in constant 
prices, estimates range from 6 per cent to 9 per cent for the annual average 
from 1950 to 1958, with that of the Central Intelligence Agency holding 
middle ground at about 7 per cent. The conclusion again is that “Soviet 
gross national product has also been growing twice as rapidly as that of 
the United States over the past eight years.” 1 

As regards the immediate future, the Central Intelligence Agency esti¬ 
mates that there will be a moderate slowdown of the Soviet growth rates 
during the early 1960's, because agricultural production will rise more 
slowly and for other reasons. Nevertheless the estimate is an average annual 
growth of 6 per cent per year through 1965. How docs this compare with 
the United States? “Even assuming that the United States gross national 
product for the years 1956 through 1965 can be increased to an annual 
growth rate of from 3.5 to 4 per cent, our best postwar growth rate, then 
Soviet gross national product will be slightly more than 50 per cent of ours 
by 1965, and about 55 per cent by 1970.1 would emphasize, however,” the 
director of the Central Intelligence Agency continues, “that we must in¬ 
crease our recent rate of growth, which has been less than 3 per cent over 
the last six or seven years, to hold the Soviets to such limited relative gains.” 
In the industrial sector, the same expert points out, “the race will be closer. 
We believe it likely that the Soviets will continue to grow industrially by 
8 or 9 per cent a year. If they do so, they could attain by 1970 about 60 
per cent of our industrial production, provided our industrial growth rate 
averages 4% per cent per annum. Any decrease in this rate would, of 
course, narrow the gap.”- 

A growth rate of 6 per cent means that the quantity to which it relates 
will double in less than twelve years. At a growth rate of 3 per cent, this 
will take approximately twice as long. 

1 “Comparisons of the United States and Soviet Economies,” Hearings before the 

Subcommittee on Economic Statistics of the Joint Economic Committee, 86th Cong., 
1st scss. (Washington, D.C.: U.S. Government Printing Office, 1960), p. 5 ff. ^ ' 

2 Ibid. See also address by Allen W. Dulles, director of the Central Intelligence 
Agency, before the United States Chamber of Commerce, April 28, 1958, and his 
address before the Edison Electric Institute, April 8, 1959. For other estimates released 
by the Central Intelligence Agency, see New York Times , June 23, 1960. 

The index of United States industrial production was 100 in 1957, 93 in 1958 and 
105 in 1959. For later years the reader may consult the current issue of the Federal 
Reserve Bulletin. 
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How long it would take the Soviets to match our own industrial pro¬ 
duction, is a matter of conjecture, depending, as it does, upon the future 
course of the respective annual average rates of growth. Assuming for the 
present a Soviet industrial production of 45 per cent of that of the United 
States, under very unfavorable conditions, with a United States rate of 
growth of 2 per cent and a Soviet one of 9 per cent, it would ake the 
U.S.S.R. only fourteen years to catch up with us. If, on the other hand, 
the United States growth rate of industrial production is raised to 4 per 
cent and the Russian reduced to 7 per cent, Soviet industrial production 
would be equal to our own after the passage of 32 years. 3 All such pro¬ 
jections, while mathematically correct, point of course only to possibilities, 
but these are disturbing enough. 

In the Soviet production, that of heavy industrial goods and weapons 
is given relatively much greater emphasis than in our own. Their military 
production is reported to be about equal to our own, out of half as large 
a gross national product. Correspondingly, consumer goods production 
receives a much lesser share of the total, and Soviet real wages may be 
about a quarter of what they are in the United States (see Fig. 57). Hous¬ 
ing conditions are especially poor. Rapid economic growth has, however, 
facilitated an improvement of the very low living standards, and in 1959 
it was anticipated that they would continue to increase by about one third 
in the next seven years. The same factor, rapid economic growth, would 
also make it possible to raise military spending by over 50 per cent over 
this period without increasing its relative burden. A disarmament program, 
on the other hand, would facilitate a very substantial improvement of liv¬ 
ing standards. 

In 1958, the U.S.S.R. produced one automobile for every fifty in the 
United States, but its output of machine tools was four times that of the 
United States. For a few other industrial goods, Soviet production figures 
for 1950 and 1958 as well as production goals for 1965 are shown here and 
compared with 1958 United States production: 4 



U.S., 1958 


U.S.S.R. 

1950 

1958 

1965 

Steel, millions of metric tons. 

... 78 

27 

55 

86-91 

Electricity, billions of kw. hrs. 

... 724 

91 

233 

500-520 

Oil, millions of metric tons. 

... 350 

38 

113 

230-240 

Cement, millions of metric tons. . . 

... 52 

10 

33 

78 

Natural gas, billion cubic meters. . 

... 323 

6 

30 

150 


3 Robert W. Campbell, Soviet Economic Power (Boston: Houghton, Mifflin Co., 
1960), p. 195. 

4 Alec Nove, Communist Economic Strategy: Soviet Growth and Capabilities 
(Washington, D.C.: National Planning Association, 1959), p. 68, and Statistical Abstract 
of the United States , 1959, passim. 
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Production in the United States was in 1958 below capacity in many 
lines of industrial activities because of recession. 

Worktime Required to Buy S ixkctkd Commodities. 

Moscow as a Per Cent of New York City, 1959 


FOODS 


NEW YORK WORKTIMjE 
100 % 


Sugar, 1 kg. 

( 2.1 Ik) 

Butter, 1 kg., 
•««end quality 

Eggi, per 10 

Tea, 50 gmi. 

0 V4 at) 

Beef, 1 kg., 

•v«rag* quality 

Milk, 1 liter 
(1.06 qO 
Pototoes, 1 kg. 

Rye Bread, 1 kg. 

CLOTHING 


Suit, men't, wool, 
■ ingle-breaited 

Drew, ifreet, rayon 

Shoes, women's, 

1 pair, leather 


OTHER 



Soap, 100 gm. coke, 
leilet (3 yi at.; 

Vodka. liter 
11-06 pt} 

Cigarettes, 20 






|450X 
400X 


FIG. 57. Low real wages and consumption levels in the Soviet Union are reflected in the com¬ 
parisons, made in this chart, between the worktime required to buy commodities in New York 
and Moscow. As a rule, it takes the Soviet worker many times the amount of work an American 
would have to do to pay for basic articles of consumption. From Monthly Labor Review , April, 1960, 
p. 361. 


DETERMINANTS OF SOVIET ECONOMIC GROWTH 

If the rate of Soviet economic growth is so high, we will want to know 
the factors which account for this. In the following, eight such factors 
will be discussed. 

Large Amount of Investment . Unlike the American economy, the So¬ 
viet economy is not consumer-oriented. Instead, a large share of the out¬ 
put, 30 per cent compared with 17 to 20 per cent in the United States, goes 
into gross investment. In fact, Soviet investment in industry planned for 
1959 was about equal to United States industrial investment in 1957, our 
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peak year. 5 With current consumption depressed, a relatively large part of 
the Soviet economic effort is devoted to the construction of capital, to 
raise future production. It is possible to do this in Russia because it is not 
the effective demand of the consumers that decides about the allocation of 
productive resources but the production plans of the men in power, made 
in accordance with the purposes of national policy. A case in point is the 
refusal of these men to allow a sizable amount of resources to go into 
the production of automobiles, and w ith motor transportation dwarfed by 
other methods of transportation, not many resources go into highway con¬ 
struction either. 

As investments are, made in response to the commands of a national plan, 
high interest rates do not deter those whose yield accrues over long periods 
of time. Interest charges are used, however, as bookkeeping item in cost 
accounting, representing a charge for the use of credit facilities which the 
state enterprise will pay out of its surplus. Interest rates arc low, from 1 to 
3 per cent, depending upon the type of transaction, and designed to provide 
the lending institutions with revenue and to stimulate saving and the proper 
use and timely return of borrowed funds. They are not designed to provide 
a mechanism for the allocation of productive resources, which is handled 
by direct planning. Presumably, if a state enterprise fails to earn an interest 
charge, the authorities will either raise the price of its output, or low r er the 
price of its input, or fire the manager. 

Economies of Scale . With a large population and a huge territory, the 
U.S.S.R. is in the position to make the most of the economies of the scale 
of the size of the plant, and as industry has developed, increasing benefits 
are derived from external economies. The U.S.S.R. has many large installa¬ 
tions, and indeed its earlier plans w^crc often characterized by what the 
Soviets themselves called “gigantomania,” the construction of facilities that 
w r ere so big that raw materials and products had to travel over unduly large 
distances. Since that time the improvements of the transportation system 
may have increased the optimum size of the plant. 

Small Share of Services . As has been noted (p. 39), the advanced 
economies of the West have passed through an evolutionary process which 
has de-emphasized first the relative role of primary production in agricul¬ 
ture and mining while emphasizing that of manufacture. In a second stage, 
in which they now find themselves, secondary production in manufactur¬ 
ing gives way to tertiary production of services. The Soviet economy still 
is preponderantly one that produces physical goods rather than services, 
although white-collar employment is making its inroads there too. It is 
especially in connection with the production of physical goods that there 
are widespread opportunities for the use of capital, and this, in turn, is 
instrumental in raising productivity. A comparison of the Soviet and United 
States economies in 1955 shows that 48 per cent of our national income 

5 Address by Allen W. Dulles, April 8, 1959, as cited before. 
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originates in services and trade, compared with 31 per cent in the U.S.S.R. 6 

Large Reservoir of Farm Labor. The same comparison indicates that no 
less than 27 per cent of the Soviet national income originates in agriculture, 
compared with 5 per cent in the United States. This reflects the relative 
inefficiency of Soviet agriculture, which is mirrored also by the huge pro¬ 
portion of their people dependent on agricultural occupations, 44 per cent 
of the total population in 1955 compared with 13.5 per cent in the United 
States. 7 There arc, thus, huge opportunities for improving agricultural pro¬ 
ductivity, which, if utilized, stimulate the rate of growth, and free labor for 
transfer to industrial pursuits. 

High Rates of Labor Participation. As Soviet Russia is plentifully en¬ 
dowed with raw materials, the limiting factors in economic expansion are 
capital and labor. The possibility of drawing on a large reservoir of farm 
labor is, therefore, of considerable importance. 8 This is especially true dur¬ 
ing the early 1960’s, w hen the entry of new comers into the labor force is 
depressed by the low wartime birth rate. In part this has been offset by 
putting students to work at an earlier age and by postponing until 1965 or 
later a significant reduction of working hours. But, in any event, Soviet 
labor participation rates arc very high. As of 1955, some 76 per cent of the 
Soviet population w ere reported to be in the labor force, compared with 
58 per cent in the United States. Labor participation rates are substantially 
higher both for men and women, 95 per cent of the former and 63 per cent 
of the latter, than in the United States, where the respective figures are 82 
and 35 per cent, all for 1955. Estimates for more recent years show a slight 
but not significant decline of the Russian labor participation rates. 9 

Modern Equipment and Technology. As so much of the industrial 
equipment is new, it is likely also to be modem and more highly productive 
than equipment that has been installed many years ago. 10 A related advan¬ 
tage is the special type of external economies which Soviet Russia derives 
from the fact that only recently she raised herself from great backwardness 
and joined the ranks of the industrial powers. By doing this, she has been 
able to reap uncounted benefits from the industrial legacy of the West, the 
storehouse of scientific achievement and technical know-how to whose 


0 “Comparisons of the United States and Soviet Economies,” Joint Economic 
Committee, 86th Cong., 1st sess. (Washington, D.C.: U.S. Government Printing Office 
1959), Part II, p. 383. B 

7 Ibid., Part I, p. 89. 

H The transfer of farm labor into industry is apparently not always easily achieved, 
and frictional and technological unemployment pose problems for the authorities in 
this connection as well as a consequence of automation and the increasing mechaniza¬ 
tion of industry. See New York Titties , August 15, 1960. b 

0 “Comparisons of the United States and Soviet Economies, op. cit ., Part I, p. 79. 
10 The degree of mechanization varies in one factory as well as in industry. 
Mechanization is by no means complete. As of August 1, 1959, 47 per cent of labor in 
industry was reported to be performing manual jobs. See report by A. Kostousov in 
/ r ai'ila, July 15, 1960, 
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erstwhile accumulation she has contributed relatively little—notwithstand¬ 
ing her claims to the contrary. If the U.S.S.R. presently produces nylon 
hose, this is made possible by the many million dollars of research money 
which the Du Pont Company sank into this venture before it came to 
fruition, and this illustration could be paralleled by t countless others. In a 
way, as Veblen once said in a similar connection, the West has to pay the 
penalty for having been in the lead. 

Emphasis on Science and Education . Of the advantages which the So¬ 
viets derive from the industrial legacy of the West they make the most, and 
they have come to rival the leadership of the West in science and educa¬ 
tion. 11 Within a few decades they have stamped out illiteracy. While the 
proportion of their young people who go on to high schools and colleges 
is much smaller than in the United States, the curriculum gives heavy em¬ 
phasis to mathematics and natural science. On the college level, the absolute 
number of those who graduate in a year is higher than in the United States 
in a few fields, in education, for example, and, still more pronouncedly, in 
engineering, where the ratio was about three to one in 1960. Some 15 per 
cent of the engineering graduates have received instruction in correspond¬ 
ence and extension courses, of which wide use is made in the Russian edu¬ 
cational system. Not all engineering graduates become engineers in the 
narrow sense of the term. Many go into management, administration, and 
politics. From the point of view of pay and prestige, the position of teach¬ 
ers and scientists may be an attractive one, but they have, of course, to 
follow the party line, which calls for a total commitment, even if this re¬ 
quires them to embrace the discredited doctrines of a Lysenko. Within 
these limitations, plentiful resources arc devoted to research. 

Full Employment of Resources. As the Soviet economy is one that is 
centrally planned, there are bound to be shortages, surpluses, and other 
manifestations of waste, lack of synchronization, and misdirected produc¬ 
tion. But the plan admits of no unemployment, and the Soviet output has 
increased in every year since 1946. Full employment of resources is assured 
in still another sense, because many practices labor takes for granted in 
a free society—strikes, featherbedding, slowdown, production-restricting 
work rules—would be considered treasonable sabotage in the U.S.S.R. As 
was noted earlier (p. 248), the Soviet w age system is organized primarily 
on an incentive basis, and to speed up production is not only remunerative 
in terms of financial rewards but considered a duty to society which a 
worker cannot neglect with impunity. 

Future Prospects. These factors, then, provide some measure of ex¬ 
planation of the high rate of growth of the Soviet economy. Of course, the 
trend may be broken. Communist China, with which Soviet Russia shares 

11 “Comparison of United States and U.S.S.R. Science Education,” Hearings before 
the Subcommittee of the House Appropriations Committee, 86th Cong., 2d sess. (Wash¬ 
ington, D.C.: U.S. Government Printing Office, 1960 ). 
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a border of some 4,000 miles, might become a source of disturbance. Or 
internal strife might develop, with resulting detriment to the machinery of 
planning. Moreover, some of the determinants of Soviet economic growth 
which we have discussed here are of such a nature that the passage of time 
might deprive them of their strength. The reservoir of farm labor is a case 
in point, and so are some of those factors which reflect a rapid rise from 
economic backwardness. An evolutionary process might ensue, bringing 
about some measure of Westernization of the Soviet society. As the people 
of the U.S.S.R. are allowed a taste of improved consumption, their appetite 
for consumer goods might grow, making the Soviet economy more con¬ 
sumer-oriented and diminishing the share of investment. As education 
spreads and more windows arc opened to the West, critical habits of 
thought may be generated, filling the Russian people with the desire for a 
better life and making them express this desire more articulately. As an in¬ 
dustrial civilization arises, it may carry to the top people with a new system 
of values who will liberalize the political life of Soviet Russia. 

While we may hope for such and similar prospects, it would be fool¬ 
hardy to count on them. Instead, if we are willing to hold our own and give 
a good account of our accomplishments to the rest of the world, we must 
meet the economic challenge of the Soviets by mobilizing our own re¬ 
sources for economic growth—by accelerating investment in physical capi¬ 
tal as well as in the health and education of our people, by eliminating 
pockets of unemployment and by making our economy more recession- 
proof. If we fail, “it will only be because of our complacency and because 
they have devoted a far greater share of their power, skill, and resources 
to our destruction than we have been willing to dedicate to our own preser¬ 
vation.” 12 We must find a national purpose that goes beyond the mere body 
comforts, and one that gives new strength to our confidence in our own 
way of life. The Russians are no supermen, and their growth rates have been 
matched by countries as diverse in economic structure and organization as 
Japan and Germany. Not only their growth rates but also those of many 
countries in western Europe are higher than ours. Indeed, in all major coun¬ 
tries except the United States and Canada the real gross national product 
has increased in every single year during the 1950’s 13 — which again goes to 
show that Russia is by no means the only country that is able to avoid 
recessions. 

12 Address of Allen W. Dulles, April 8, 1959, op. cit. For other pertinent remarks 

in a similar vein see Barbara Ward, “Now the Challenge of an Economic Sputnik,” New 
York Times Magazine, February 8, 1959; Hans J. Morgcnthau, “The Last Years of Our 
Greatness?” New Republic, December, 29, 1958. Sec also John K. Jessup and Others, 
The National Purpose (New York: Holt, Rinehart, and Winston, 1960), especially 
Walter Lippmann’s contribution. ’ r 7 

13 Raymond W. Goldsmith, in National Industrial Conference Board Prerequisites 

for Economic Growth (New York, 1959), p. 56. ’ H 
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THE RISE OF COMMUNIST CHINA 

As the Soviet Union gathered strength, it lent considerable economic 
support to the Communist regime of China, the largest country of the 
world in terms of population—over 660 million irf 1959—and the third- 
largest in terms of territory. There the Communists came to power in the 
late I940’s, when they established a Soviet-type government. With a popu¬ 
lation twelve times that of Britain, and growing at a redoubtable rate, China 
now bids fair to become the world’s third-largest industrial establishment 
during the next dozen or so years. Even if the exaggerations of her propa¬ 
ganda are discounted, the upsurge of China’s economic power is a troubling 
spectacle of unforeseeable consequences. Her economy grows at a rate that 
is a multiple of the Russian. For 1959, for example, she claims an increase 
in agricultural and industrial production of 31 per cent over the preceding 
year. This compares with the Russian claim of an 8 per cent rise of the 
national income in 1959. For 1960 the Chinese plan a 23 per cent increase 
in agricultural and industrial production. In the past, such figures have at 
times been revised downward, and reverses, especially in farm production, 
have occurred. While the rate of growth is very high, it also is uneven, 
owing largely to the continued prominence of the agricultural establish¬ 
ment and the difficulties of predicting the size of the harvest. It is expected 
by United States government analysts that by 1962 Chinese steel produc¬ 
tion will be at the annual rate of 25 million metric tons, an amount ex¬ 
ceeded in 1959 only by the United States, Soviet Russia, and West Ger¬ 
many. Some time after 1962 China is expected to have the capacities for 
the production of nuclear weapons. 14 She reportedly has become the world’s 
largest wheat producer—as she was, next to Russia, in the 1930’s—and she 
produces more rice than the rest of the world together. 

Soviet support of the Chinese industrialization drive has assumed many 
forms. According to estimates prepared by the National Planning Associa¬ 
tion, loans and credits granted by Soviet Russia to China from 1950 to 1957 
amounted to the equivalent of $430 million. The Soviet Union and other 
countries in the Soviet orbit have installed complete factories in China, 
have trained Chinese technicians and dispatched their own experts to China. 
China, which had been the Soviet Union’s most important trading partner 
in earlier years, assumed this role again in 1959. This followed upon a short 
interim during which Soviet trade with East Germany exceeded that with 
China. In 1959, Soviet exports and those of her satellites to China amounted 
to the equivalent of $1.5 billion. The period of aid has come to an end, and 
trade might come to the fore. There is a continued United States embargo 

14 New York Times , April 24,1960. See also Harry Schwartz, “China Grows Faster 
Ihan Russia,” New York Times , January 31, 1960. 
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on trade with China (p. 518), but other countries outside of the Soviet bloc 
have ceased to follow our lead in this respect. Western Germany is China’s 
most important customer in Europe, importing from China oil seeds and 
oils, food products, furs, minerals, silk, and chemical raw materials. In turn, 
Western Germany supplies China with iron and steel products, machinery, 
electrical and communications equipment, optical and other precision prod¬ 
ucts, chemical products, textiles, paper, and synthetic fibers. In 1959, con¬ 
tinental western Europe exported to China goods valued at $325 million, and 
took imports less than half this amount. Exports of the sterling area were 
$211 million, imports $340 million. 

The role of trade and aid in economic growth is dwarfed, however, by 
the immense sacrifices which the Chinese rulers have imposed upon their 
people, sacrifices that are immeasurably greater than those required in Rus¬ 
sia. First in the country, and later, with considerable difficulty, also in the 
cities the Chinese have organized “communes,” which have been called by 
an Indian social scientist “the most extreme form of communized society 
known.” 15 The communes are groups of villagers, neighborhood residents, 
or industrial workers in which all phases of the life of the members are 
regimented and collectivized. The members are under relentless pressure to 
fulfill their quota of work. They are fed in common mess halls, the children 
brought up by the community, and the women put to work. This type of 
organization facilitates the closest supervision of individual life in a society 
in which “leisure, privacy, and solitude have become dreadful vices.” 16 It 
secures economics in the consumption of food, and as it has abolished the 
home, it makes possible the absorption of women by outside work. There 
is no escape from the commune since it has become the common mode of 
life in the country. 

The commune has been compared with a zoo, with the only difference 
that the inmates are compelled to work. As nightmarish and hopeless as 
the institution may seem to Western eyes, the spirit of man is indomitable 
everywhere, and some measure of liberalization can be expected with the 
spread of education and an industrial civilization. To quell discontent, 
concessions have already been made to maintain some semblance of family 


THE SOVIET BLOC 


*TTie U.S.S.R., China, and the satellites of the two leaders of the Soviet 
bloc each have planned economies under which the allocation of produc¬ 
tive resources takes place in response to the commands of the authorities. 
There are differences in the application of the principles of planning ob- 


lr> Snpati Chandrasekhar, “Mao’s War with the Chinese 
Magazine, Mav 17, 1959, p. 71. 

1({ Ibid., p, 73. 
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served in the various countries and in the machinery of its execution, which 
are as far apart as arc China and Poland on the map of the world. The de¬ 
tails of the plans and their diversity are matters that can not be explored 
within the confines of this chapter. 

But while each of the countries has its own plan, 3 superplan that would 
co-ordinate the various national plans exists as yet only in an embryonic 
stage. To be sure there is an organization that might in time evolve into a 
superplanning agency, but to this date it has exercised more limited func¬ 
tions. This agency is the Council of Mutual Economic Aid, known in the 
West as Comecon , 17 which was formed in 1949 in answer to the American 
Marshall Plan, with Soviet Russia and her European satellites as members . 18 
As Soviet Russia had little intention to provide her satellites with economic 
aid but rather wanted to exploit their economies, the organization soon 
became defunct and was not revived until the mid-fifties. 

By that time it had become apparent that the independent pursuit of 
national plans by the various countries of eastern Europe exposed their 
economies to great strain. With each striving to become a more or less self- 
sufficient industrial power, investment soon became an unbearable burden 
and shortages developed, followed by unrest in a number of countries. In 
the words of Mr. Deutscher, the Soviets then by degrees came to rediscover 
Adam Smith and his international division of labor. Comecon, which had 
been supplemented by the admission of China and other Asian communist 
countries as observers, gradually became an instrument to promote spe¬ 
cialization among the members of the Communist bloc and to open up 
channels of trade betw een them that would facilitate the construction of 
specialized industries and the distribution of their products. While Soviet 
Russia and China arc to attain full diversification, the smaller countries are 
to concentrate their efforts along narrower lines, w ith Hungary developing 
her aluminum industry, Eastern Germany precision instruments and elec¬ 
trical equipment, and so forth. As these plans come to fruition, the eco¬ 
nomic interdependence of the members of the Soviet bloc is bound to 
become more and more pronounced and the chance for dislodging the 
economies of eastern Europe from the tentacles of Soviet Russia is corre¬ 
spondingly weakened . 19 

Comecon has only the consultative powers of a committee and w hat it 
decides can presumably be vetoed by any member government. Neverthe¬ 
less, the organization has been able to aid in the development of a number 

17 The Council is known as Cema in the East. 

18 Isaac Deutscher, “From Stalin to Adam Smith,” and “Communism’s Common 
Market,” New Statesman , July 4 and 11, 1959, pp. 7 f. and pp. 37 f., respectively. A 
somewhat shorter version was published under the title “The Soviet Economic Com¬ 
monwealth” in Reporter , July 9, 1959, pp. 9-13. See also “Comecon Progress Report,” 
Economist, May 16, 1959, p. 639 f.; “Skoda and the Uncommon Red Market,” Fortune , 
June, 1960, pp. 97-103. 

19 “Economic Co-existence,” Economist , January 9, 1960, pp. 87-89. 
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of important projects such as interconnected power grids, common trans¬ 
mission lines for power, power exchanges, nuclear power stations, and, 
most important, the construction of pipelines to transport petroleum and 
natural gas. A pipeline for natural gas, which was constructed in 1959, con¬ 
nects the Rumanian oil fields with the sites of new steel mills in Hungary. 
Another pipeline is under construction to carry natural gas from the Urals 
to most of the countries of eastern Europe. The major project is a pipeline 
for oil, nearly 2,800 miles long, which will extend from the Volga region 
to eastern Europe and carry an annual throughput of oil estimated at from 
20 to 25 million tons. Its eastern end will he divided, with a southern branch 
bringing oil to Czechoslovakia and Hungary and the northern one running 
across Poland and Eastern Germany to feed refineries and petrochemical 
installations. 20 

The Sino-Sovict bloc’s share in world exports was about 13 per cent in 
1959, about half the percentage of the bloc’s contribution to the world’s 
industrial production during that year. 21 Approximately three fourths of 
the bloc’s trade is transacted among its members, usually in the form of 
bilateral barter agreements with a clearing for the respective debts. Thus, 
the European satellites do a corresponding share of their trade with each 
other and with the Soviet Union, also with China. For many individual 
commodities, especially key raw materials and foodstuffs, the proportion 
in which Soviet exports to the satellites stand to domestic consumption in 
these countries is a very high one, reaching, for example, a reported 99 
per cent of Czechoslovakia’s crude oil and 65 per cent of her wheat. If ship¬ 
ments such as these were to be stopped, disaster would overtake the im¬ 
porting country, whose economy is bound to that of the Russian masters. 
Studies of earlier periods indicate that the terms on which Soviet Russia 
trades with her satellites are unfavorable to these. It was found that they 
pay relatively high prices for their imports and receive relatively low ones 
for their exports. It is said, however, that the earlier pattern of exploitation 
has been alleviated in recent years, possibly to prevent a repetition of the 
indigenous upheavals against the Soviets which occurred during the second 
half of the 1950’s in a number of the satellite countries. 22 

Just as the communists have rediscovered Adam Smith and the principle 
of the international division of labor, so they might gradually come to see 
the advantages of multilateral trade. In a planned economy, bilateral trade 

20 “Soviet Oil Flows West,” Economist , June 18, 1960, p. 1217. 

21 The Sino-Soviet bloc’s share in the world’s industrial production was estimated at 
25 per cent by Mr. Dulles. Hearings, op . cit ., p. 11. The Soviets claim that the share is 
30 per cent. 

22 The exploitation of the satellites has been carefully investigated by Horst 
Mcndershausen, “Terms of Trade between the Soviet Union and Smaller Communist 
Countries, 1955-57,” Review of Economics and Statistics, May, 1959, pp. 106-18. As 
regards the gradual alleviation, see U.S. Department of State, The Sino-Soviet Economic 
Offensive in the Less Developed Countries (Washington, D.C.: U.S. Government Print¬ 
ing Of Tice, 1958). 
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has been preferred by the bureaucracy because it makes its task so much 
easier. Bilateralism which has been practiced by the members of the Soviet 
bloc for long, forces a country to purchase goods from its own customer 
and prevents it from selling where it is dear and buying where it is cheap. 
In 1957 the U.S.S.R. and the European members of the Soviet bloc formed 
a multilateral clearing union, an arrangement under which one country 
can pay its debts to a second with what a third owes to it. In 1959 the state 
banks of all the members of the Soviet bloc, European and Asian ones, made 
an agreement providing for the convertibility of their national currencies 
within the bloc. This does not mean, however, that the communist coun¬ 
tries will settle all their mutual obligations by payments of money. They 
have become habituated to barter deals and bilateral agreements, and in a 
number of instances debts incurred for shipments of capital goods are set¬ 
tled by the shipment of products turned out in the facilities constructed 
with the help of the imported capital goods. 

SOVIET TRADE DRIVES 

Bilateral Trade. It is not sure at all whether the Soviets really care to 
relinquish barter deals since these are highly effective devices to gain a 
strangle hold over a weaker trading partner. Nazi Germany used this tech¬ 
nique with much success during the 1930’s when markets were badly de¬ 
pressed and raw-materials producing countries had great difficulties in dis¬ 
posing of their goods. Germany then bought huge quantities of such goods, 
at times the entire harvest of a country, turning the latter into an involun¬ 
tary creditor who had to accept payment in the form of such goods as 
Germany was willing to send. 1 ' 3 

It is, thus, not only the export dependency of the weaker partner to 
the barter arrangement but his import dependency as well that may cause 
him to become a captive of the stronger one. The latter then may press for 
shifts in production away from competitive products and into goods for 
which he has special needs, increasing further the dependence of the cap¬ 
tive partner. On the next stage of the game, the dominant partner invests 
funds to finance the establishment of industries in the dependent country 
for the processing of the new products. All these activities bind the captive 
nation more closely to the exploiting one. The change in the structure of 
production in the dependent country creates vested interests in the new 
arrangements and the support by these interests of closer political ties be¬ 
tween the two countries in the end opens the door to political infiltration. 
Thus, the barter device may become a dangerous instrument to subvert 
uncommitted countries, especially raw-materials producing ones which are 
plagued by problems of overproduction. While the barter device lends 

23 Henry W. Spiegel, The Economics of Total War (New York: D. Appleton- 
Cenrurv Co., 1942), pp. 306 f. 
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itself to sinister purposes, it goes without saying that it does not need to be 
used in this manner. During the stringency of the early postwar period, 
virtually all trade outside of the dollar and sterling countries was transacted 
on a bilateral basis. 

A careful study has revealed that in 1957 there were approximately 240 
bilateral trade or payments agreements in operation between free world 
and Sino-Soviet bloc countries. As of 1955, trade under such agreements 
constituted about 71 per cent of the total trade between these partners. 
These agreements have been used to make the most of the superior bargain¬ 
ing power of state trading monopolies vis-a-vis their weaker partners. At 
times they have been turned into instruments of political pressure, such as 
in the case of Soviet purchases of fish from Iceland, where the Soviets 
offered an agreement when the country had a Communist cabinet officer, 
refused renewal when the officer was ousted, and renegotiated an agree¬ 
ment when the government was joined again by a Communist. 24 

A number of other instances could be cited to document the use of 
trade as political weapon by the Soviet bloc. When, in 1948, Marshall Tito 
of Yugoslavia broke with Moscow, the Soviet bloc responded with a com¬ 
plete economic blockade of Yugoslavia, stopping all trade. Ten years later, 
when Yugoslavia was again under fire because of alleged ideological here¬ 
sies, Soviet Russia threatened to postpone for five vears trade credits 
amounting to $285 million which previously had been promised. In a simi¬ 
lar manner, China in 1959 refused to resume her informal trade with Japan 
unless the latter proved to be more pliant in her politics, and “made it known 
to Japan again that politics and economy were one and inseparable.” 2,1 

The Soviet Bid for Trade. Trade with the Soviet Union is only slightly 
above 1 per cent of the free world’s foreign trade; trade with the entire 
Chinese-Soviet group is about 3.5 per cent. Low as these over-all estimates 
may seem, for a number of individual countries trade with the Soviet bloc 
is of considerable importance. This is true, for example, in Europe of Aus¬ 
tria, Finland, Iceland, Greece, Turkey, and Yugoslavia, and of an increas¬ 
ing number of underdeveloped countries in the rest of the world. The 
position of these will be discussed later. 

While the relaxation of United States export control (see p. 538) has 
been accompanied by an increase in East-West trade, the figures given in 
the preceding paragraph show that altogether such trade is still rather small. 
There are a number of inherent difficulties which, apart from political 
considerations, place a ceiling on this trade. First of all, the planned econo¬ 
mies of the Soviet bloc, when they trade among each other, are likely to 
arrange for long-term deliveries at fixed prices. Such arrangements are pre- 

24 Raymond F. Mikesell and Jack N. Bchrman, Financing Free World Trade with 
the Sino-Soviet Bloc (Princeton, N.J.: Princeton University, International Finance 
Section, 1958), pp. 26-29. 

2,1 New York Times , March 17, 1959. 
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ferred by the planners because they want to integrate exports and imports 
with their national policies. They are in a position to make such arrange¬ 
ments because trade is carried on by state trading bodies, instrumentalities 
of the various governments. In East-West trade, the Western partner is 
no trading body but a multiplicity of private firms. A trade agreement con¬ 
cluded by their government creates for them opportunities to trade which 
they may utilize or not. Such private firms have to operate within the 
limits established by the market, and they may not be in the position to 
agree to long-term deliveries at fixed prices. 

By the same token a free government cannot readily give assurance that 
a certain quantity of imports will be taken bv the country it represents. It 
can undertake to admit such imports, but whether they will actually be 
purchased again depends upon the decisions of private concerns over which 
the government has no control. Thus, when trade agreements are con¬ 
cluded between the East and the West, the Western diplomats often call 
in spokesmen for the various industries of their country to assist them in 
the determination of the types and quantities of goods that are to be im¬ 
ported. They hope that such assistance will increase the likelihood that 
there will be a ready market for the scheduled imports in their country. 
The communist partner to the trade agreement has no such problems be¬ 
cause he merely assigns the imports to the various state enterprises, or, if 
they are consumer goods, he can unload them on the state stores. 

The Soviet Union has repeatedly made bids for increased trade with 
the free world, and it has coupled these with requests for credit. Having 
itself extended credit to some countries and apparently purchasing insur¬ 
ance, shipping, and other services in excess of sales of similar items, Soviet 
Russia balances her international payments bv means of sales of gold 
amounting to over $200 million a year from 1957 to 1959 and smaller sums 
in earlier years. The foreign currencies purchased with the gold are made 
available also to other members of the Soviet bloc which are in need of 
these, and, in general, the proceeds from the gold sales provide a means of 
financing the activities of international communism. 

The Soviet stock of monetary gold is presumably large and estimates 
range all the way from $4 to $10 billion. 20 However, for reasons of their 
owm, the Soviets try to obtain goods on credit from the United States, 
western Europe, and wherever else they think they may have a chance. 
They are refused credit in the United States, and United States trade 
with Soviet Russia has remained very small, relative at least to the total 
foreign trade of the United States. Imports from Soviet Russia were $28 
million in 1959, more than they had ever been since 1950 but less than one 
fifth of 1 per cent of total United States commodity imports. Exports to 

20 For a discussion of the problems posed by the Soviet gold stock, see Oscar L. 
Altman, “Russian Gold and the Ruble,” International Monetary Fund, Staff Papers , 
April, 1960. 



538 


CURRENT ECONOMIC PROBLEMS 


Soviet Russia were $7.6 million in 1959, more than in any year since 1948, 
but again they constituted less than one twentieth of 1 per cent of the total 
commodity exports of the United States. 

Exports in the years ahead are likely to rise further because among the 
items licensed for export late in 1959 was the equipment for a large textile 
mill, valued at $17 million, which in itself would be a multiple of total 
1959 exports to Soviet Russia. This seems to be the first transaction of such 
type in recent years. It was underwritten by a consortium of more than 
forty United States textile machinery concerns. Arrangements such as this 
one enable the Soviets to install machinery of the latest design without 
having themselves to devote the time and resources preparatory to their 
production. There is also a continuous flow of technical data from the 
United States to the Soviet Union and her European satellites. In 1959-60 
it was the policy of the licensing authorities to permit the exportation of 
such data, which cover a wide range of industries, but to refuse permits in 
cases where the data relate to the petrochemical industry. These data are 
sent in connection with bids and quotations, and, as the licensing authority 
points out, if orders were received and contracts negotiated, the dollar 
value of the resulting exports could easily go into many millions. 27 

United States export control has been relaxed by the removal of many 
items from the so-called “positive list” which contains commodities for 
the exportation of which to Soviet Russia a license generally will be re¬ 
fused. As a rule items not on this list require an export license also, and 
the uncertainty whether this will be granted, and, if granted, whether it 
will not be revoked, constitutes in itself an obstacle to a substantial expan¬ 
sion of trade. As regards imports from Soviet Russia, those which are not 
on the free list are dutiable at 1930 tariff rates because the Soviet Union, 
under Section 5 of the Trade Agreements Extension Act of 1951, is not 
granted most-favored-nation treatment, which would extend to her the re¬ 
ductions in tariff rates and other concessions contained in trade agreements 
between the United States and third countries. From 1937 to 1952 Soviet 
Russia did receive most-favored-nation treatment from the United States. 
Whether this will be restored will depend upon an improvement in United 
Statcs-Soviet relations. Until that time the higher duties generally payable 
on Soviet imports place an effective ceiling on these. 

If trade between the United States and the Soviet Union were to ex¬ 
pand drastically, this might check the increase in trade between Soviet 
Russia and Europe, w hich will presently be discussed. Furthermore, Soviet 
imports to the United States would compete with those of friendly nations, 
a contingency about which especially Canada has shown concern. More¬ 
over, certain markets for primary products where the supply-and-demand 
relationships have turned unfavorable to the producers—cases in point are 

27 U.S. Secretary of Commerce, Export Control. Fifty-first Quarterly Report 
(Washington, D.C.: U.S. Government Printing Office, 1960), p. 7. 
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lead, zinc, aluminum, tin, and crude petroleum—would be disrupted fur¬ 
ther by imports from Soviet Russia. 

Some of those who plead for an expansion of United States-Sovict trade, 
like the Cleveland industrialist Cyrus Eaton, have estimated that the United 
States could find in Russia a market for $3 billion worth of goods within 
a period of three years. 28 Those who favor increased trading will refer to 
the benefits the American economy could derive from higher exports and 
to the possibility that closer commercial ties might bring a reduction of 
political tension. Those who oppose it insist that the United States should 
not assist the economic development of a power whose avow ed aim is the 
destruction of the American w ay of life. As the Soviets show much interest 
in the acquisition of complex industrial installations of the most modern 
type, there is reluctance also to exports that would mean parting with trade 
secrets and know-how and would enable the Soviets to duplicate the im¬ 
ported installations and with their products cut into established markets. 29 

Western Europe has been more responsive to Soviet demands for in¬ 
creased trade than has the United States. The Soviets have trade agreements 
with virtually every western European country, and in 1959 they con¬ 
cluded one also with Great Britain. This was to raise British exports to the 
Soviet Union from the equivalent of $66 million in 1958 to $224 million 
in the first years of its operation, an amount slightly over 2 per cent of 
total British exports. Imports are to be increased correspondingly, and the 
agreement is to be in force for five years. No special arrangements are made 
to finance British exports by government credit but exporting firms that 
do grant credit will be able to avail themselves of the export credit guar¬ 
antees that normally are made available by the government. 

As has of late become the custom in East-West trade, the agreement 
with Britain provides for the mutual exchange of a small amount of con¬ 
sumer goods, all told worth $5 million. Of greater importance are arrange¬ 
ments with private British concerns, made by the Soviets in 1959, that pro¬ 
vide for the shipment of entire industrial installations, such as plants for 
the manufacture of tires and synthetic fibers. 

The Soviet Union’s trade with Western Germany is about equal to that 
between Soviet Russia and Britain and in fact exceeded it in 1958. A huge 
expansion is reported to be under consideration, however, which may bring 
it up to $1.6 to $1.9 billion a year, compared with $246 million in 1959. 
I he Germans are much more liberal in their credit arrangements than other 

28 New York Times, May 20, 1959. 

29 For the official viewpoint on U.S.-Soviet trade, see “U.S.-U.S.S.R. Trade Rela¬ 
tions,” Senate Committee on Foreign Relations, 86th Cong., 1st sess., June 24, 1959 
(Washington, D.C.: U.S. Government Printing Office, 1959). See also Howard S. 
Piquet and Leon M. Herman, “How Much Business Can We Do With the Russians?” 
Reporter , January 7, 1960, pp. 18 f.; “Foreign Commerce Study: Trade with the Soviet 
Bloc,” Hearings before the Senate Committee on Interstate and Foreign Commerce, 
86rli Cong., 2nd sess. (Washington, D.C.: U.S. Government Printing Office, 1960). 
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Western nations, and in 1959 for the first time after the war granted even 
long-term credits to Soviet Russia. Among the more important Geiman 
export deals, one involves the construction of ships valued at more than $50 
million and to be undertaken by a government-owned ship-building con¬ 
cern. Another, which United States firms had to turn down, the export 
license being refused, is for the delivery of steel tubing, worth about $40 
million, for the construction of the pipelines to carry oil and natural gas 
from the Soviet Union to eastern Europe. Like a number of other coun¬ 
tries in western Europe, but unlike Britain, Western Germany also imports 
Soviet oil. 30 It may be a sign of the times that Mr. Khrushchev, the Russian 
leader, was seen to “huddle” at the Leipzig Trade Fair in March, 1959, with 
the German munitions maker and erstwhile war criminal, Alfred Krupp, 
now the master of what is reported to be the greatest industrial combine 
in Europe/* 1 

There is increasing Soviet trade also with France, Italy, Sweden, the 
Netherlands, Austria, and other European countries. In a way, the coun¬ 
tries of western Europe may be said to be able to “afford” the expansion 
of their trade with the Soviets because the internal threat of political sub¬ 
version, which was so strong in a number of these countries in the immedi¬ 
ate postwar years, has much abated. It is a sign of strength that govern¬ 
ments such as those of Adenauer and De Gaulle—in England, communism 
was never a threat—can expand their trade with Soviet Russia without 
having to fear that the internal repercussions of such action might give 
comfort to their communists and compound their power. 

'Thanks to American Marshall aid and their own vigorous efforts, eco¬ 
nomic conditions in the countries of western Europe have improved greatly, 
and many of these countries pass through a period of a veritable boom. 
While this has happened, the appeal of communism has vanished. Together 
with the immunity to Soviet penetration which many underdeveloped 
countries, which receive economic aid from the Soviets, have shown, the 
setback which the forces of communism have suffered in western Europe 
during the 1950’s may well have been one of the most important political 
events of the decade. The communist position in eastern Europe and Asia 
has become consolidated, but unlike in the late 1940’s there is no present 
danger that western Europe might go communist. 

SOVIET COMPETITION 

As Soviet Russia and her satellites have increased their production, the 
entry of their goods into foreign countries has on more than one occasion 
brought about a disruption of the respective markets. Early in the 1950’s, 

30 Joachim Joesten, “Through the Iron Curtain: West German Trade with the 
Soviets Is on the Rise,” Barron's, June 8, 1959, pp. 9 ff. 

*‘ n Wall Street journal , May 26,1959. 
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for example, the market of the United States potash industry was threatened 
by fertilizer imports from East Germany allegedly at prices below cost, 
below United States prices, below the higher world market prices, and 
below the prices charged by East Germany to customers in other coun¬ 
tries. In 1954 this led to an investigation by the U.S. Tariff Commission. 

Four years later, in 1958, there were similar complaints about . at-i ate 
sales of Soviet aluminum. With aluminum imports to the Soviet Union 
from the free world precluded by United States export control, aluminum 
production in the Soviet bloc had quickly grown during the 1950’s. It is 
possible that military shifts away from aircraft production to other weap¬ 
ons created a surplus of aluminum which the Soviets were eager to dispose 
abroad. 

Again in 1958, when the Soviet Union for the first time emerged as a 
net exporter of tin, her sales at low prices, in the face of the United States 
recession, much disturbed the tin market. This market is controlled by the 
International Tin Council, which assigns marketing quotas to its members. 
The Tin Council, in its attempt to stabilize prices by buying up supplies 
to offset the Soviet sales, soon exhausted its available cash, but early in 1959 
an arrangement was made under which the Soviets agreed to restrict their 
tin exports—in effect, they all but joined the international cartel. What 
made them do this, is not known, but it may be conjectured that the So¬ 
viets’ disruption of the tin market had caused political repercussions in 
Indonesia, Bolivia, and Malaya, and that they considered these undesirable 
in the light of their political aims. 

In 1960 the Soviets actually did join an international cartel by making 
an agreement with an affiliate of Dc Beers Consolidated Mines, Ltd., the 
world diamond monopoly, to the effect that Soviet diamond sales to the 
West would pass exclusively through the De Beers organization. This ac¬ 
tion took pressure off the diamond market and it probably enabled the 
Soviets to earn a higher revenue from their diamond sales than w r ould 
accrue to them if they had failed to join the monopoly. 

Professor Seymour Melman of Columbia University, an expert in in¬ 
dustrial management and engineering of wide repute, anticipates a Soviet 
export drive in the field of machine tools, which presumably are produced 
at relatively low cost in the Soviet Union. 3 - 

A problem that is potentially of the greatest significance is the rise of 
Soviet Russia as an exporter of oil. The Russians are on the way to adapt 
their fuel economy to the American pattern and switch from coal to oil 
and gas. Supported by the discovery of large oil reserves in the Urals and 
Upper Volga regions—the “second Baku”—Soviet oil production has in¬ 
creased rapidly. The Soviet Union, whose production in 1945 had been 
only one tenth of that of the United States, surpassed Venezuela, the 
world’s second-largest oil producer, in the early 1960’s, w 7 hen its output 


32 Nw York Times , October 26, 1959. 
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came to approach 50 per ccnr of that of the United States. By 1972 it ex¬ 
pects to produce as much ns did the United States in the Inte 1950 s. 

With rising Soviet production and with the world’s oil supply exceed¬ 
ing demand, increasing Soviet oil exports at prices up to 25 per cent below 
those of Western competitors added to the weakness of the market for 
oil. Possibly because the conversion of domestic facilities to the use of oil 
lagged behind the expansion of production, the Soviet oil exports increased 
more than threefold between 1955 and 1959, and the number of countries 
receiving Soviet oil rose from twenty to thirty. 

Many of the great oil companies of the free world are integrated in the 
sense that they are producers as well as refiners and distributors. In times 
of slackening prices, it is the production end of the business which is the 
most profitable one. In such times, more so than when there is a vigorous 
demand for their products, they will firmly resist any attempt to have their 
product dislodged from their own refining facilities. Because Soviet oil 
was cheaper, or because it required payment not in scarce foreign exchange 
but in local currencies to be used for local purchases, a number of countries 
tried to substitute imports of Soviet crude oil for imports from the oil 
companies of the free world. When the latter refused to allow the use of 
their facilities for refining Soviet oil, a troublesome situation arose in a 
number of cases, among which the Indian and Cuban stand out. In the case 
of Cuba, the commercial motives were mixed with political ones and the 
desire to make mischief, and the government seized the foreign installations. 
The oil companies attempted to retaliate by threatening to blacklist tankers 
that would carry Soviet oil to Cuba or to other ports, but in the face of a 
large amount of idle tonnage of oil tankers this proved ineffective. In India, 
where there was a desire to settle the matter amicably, a temporary recon¬ 
ciliation was achieved by means of price concessions made by the Western 
companies. 

Nobody can know whether these troubles, which occurred in 1960, 
are the forerunners of worse to come in the future, or whether the Soviets 
will find a way to get along with the major producing companies, as they 
did in the tin and diamond cases. 33 The Soviet expansion of oil production 
in the 1960’s coincides with hugely increased free-world oil supplies from 
the North African deposits. As the production cost of these is relatively low, 
the specter of an intensified price war, which w ould be costly to all parties, 
may invite restraint. There is likely, however, to be increasing rivalry for 
the rich markets of western Europe, w'here rapid economic growth as well 
as conversion from other fuels arc responsible for a steeply rising consump¬ 
tion. This is a market into which the Soviets have already penetrated. If 
this market should become substantially dependent on Soviet supplies, the 
Soviets “will have available a new' and formidable weapon of economic 


For a discussion, see “Impact of Russian Oil,” Economist , July 16, 1960, pp. 295 f. 
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warfare. By withholding supplies, by capriciously raising prices, or by 
dumping commodities, the Soviets in effect will have a seat at the council 
table of the great industrial nations of Europe .” 34 

There are of course many other instances of Soviet exports going into 
markets hitherto considered the preserve of the Western powers, n 1959, 
the Soviet Union sent small amounts of wheat to Japan, the fii such 
shipment after World War II. Soviet wheat also has been imported by the 
major countries of western Europe. Soviet cotton is imported by France. 
Communist China has increased her rice exports, and her soybeans compete 
with the United States product in Europe. All over southeast Asia a Chinese 
trade drive cuts into Japanese markets for cotton textiles and other con¬ 
sumer goods. 

In the light of the foregoing discussion it may be possible to attempt an 
interpretation of the complex motives for Soviet trade rivalries with 
Western powers . 35 As a basic rule, it seems that the Soviets go after exports 
for the sake of commercial gain. They want to earn foreign exchange with 
which to finance imports to promote the industrialization of their country. 
But if in this process they can cause political trouble, they will consider this 
a most desirable by-product. 

The pursuit of the commercial motive will give way when there are 
overriding political objectives connected with trade, as, for example, in the 
case of aid to underdeveloped countries (see next section, below). Like¬ 
wise, the commercial motive will not be allowed to have free sway when 
its pursuit threatens to have repercussions that would frustrate important 
political objectives of the Soviets (tin case). 

One might wonder how the Soviet Union can afford to sell its exports 
at cut-rate prices, as it does so often. This is possible, first of all, because 
Soviet Russian internal prices are set by the authorities. It is a subject of 
controversy to what extent the prices so set will reflect the forces which 
would determine them in a free domestic market, but it is safe to say that 
they have little or no relationship with prices in foreign countries. As to 
cost of production, must not the Soviet prices cover them? Cost accounting, 
however, is a complicated matter in any kind of economic system—what 
are the respective costs of jointly produced oil and natural gas?—and in 
Russia the difficulties are compounded by the fact that the state is the 
producer and trader. Under such a system, many more costs can be con¬ 
sidered joint ones than even in the case of a large private concern that turns 
out a great variety of different products. How such joint costs are to be 
allocated is a matter of discretion to be decided by the authorities. To pro¬ 
mote exports of good A , the state enterprise may be allowed to allocate a 
larger share of the joint costs to the related good B or to the entirely 

34 Address by Alien W. Dulles, April 29, 1958, op. cit. 

35 See also Alec Nove, “Soviet Trade and Soviet Aid,” Lloyds Bank Review , 
January, 1959, pp. 1-19. 
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unrelated good C produced by another state enterprise. Beginning m 1961, 
for example, the prices of new types of Soviet machinery were to be 
lowered, and this was to be done by allocating costs of research, develop- 
mentr, and design to the general overhead of all industry rather than to the 
machines. This action was promptly interpreted as the sign of an impending 
export drive/* 0 Under such arbitrary arrangements any kind of price can 
be shown to cover cost. 

A private concern has no opportunity to imitate this practice because 
the industry is not under its jurisdiction and it cannot allocate its costs to 
it. The equivalent of the Soviet practice would be a government subsidy to 
the private concern. If the private concern is a diversified one, the most that 
it could do would be to allocate some costs incurred in the production of 
one type of good to some other type, but the forces of the market will as a 
rule impose limits on this practice also. 

The Soviets, of course, do not follow a systematic policy of charging 
prices less than the traffic will bear. Businessmen who are acquainted with 
their practices testify that they are hard bargainers. The managers of the 
state trading organizations, as a rule, w ill try to get as much foreign ex¬ 
change out of a deal as is possible. If they do sell at cut-rate prices, the 
motive may be to break into established trade relations, or to disturb 
markets, or to dispose of surpluses otherwise not salable. 

In view of the capriciousness of communist trade practices, small 
countries, which anyhow are in a w eak bargaining position when trading 
with powerful and aggressive partners such as the state trading bodies of the 
communist countries, might wish to join forces. Professor Vernon, a 
prominent American authority in the field of international trade practices, 
has indeed made the proposal that the United States “should invite all those 
free-world countries that arc willing to join to negotiate collectively with 
the Soviet bloc for an expansion of East-West trade.” 37 A new venture in 
commercial policy such as this might be of some help in distributing 
bargaining power more evenly, and it might give the countries of the free 
world some measure of protection. 

Professor Vernon's proposal, if endorsed by the United States, has a 
good chance of success. The United States Council of the International 
Chamber of Commerce has for some time maintained contacts with the 
Soviet Chamber of Commerce, with the aim of promoting the draft of a 
code of fair practices for East-West trade. As the Soviets have come to place 
a high value on impressing the world with a favorable image, it is possible 
that they will endorse this idea, w hich has been debated in their own publi¬ 
cations. There it has been linked w ith the possibility of Soviet affiliation 
with an international trade organization for multilateral deals, be it a new 

: ’* ,J New York Times , August 8, 1960. 

:{7 Raymond Vernon, “‘Co-existence’? And ‘Peaceful’?” New York Times Maga- 
zinc July 10,'i960, p. 56. 
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one or the General Agreement on Tariffs and Trade . 38 Within the frame¬ 
work of such an organization, the position of an individual country vis-a-vis 
the Soviet bloc is likely to be greatly strengthened. 

SOVIET ECONOMIC AID 

Nature of the Program. When the drive for the expansion oJt Soviet 
power into western Europe was checked during the 1950’s, the communists 
began to concentrate their efforts on the economic and political infiltration 
of the underdeveloped countries outside the Soviet bloc in Asia. Africa, and 
Latin America. Following the United States precedent, the Soviet under¬ 
took a program of aid to these countries in the mid-fifties, some six years 
after the start of the American program. 39 Soviet aid was small in the begin¬ 
ning but it gradually became larger and will fairly soon run into about $1 
billion a year, approximately a quarter of the grants and loans forthcoming 
from the West. 

The Soviet program is mainly one of credits and technological assis¬ 
tance, and outright grants play only a small role. Much of it consists of 
barter or similar bilateral deals, and it is questionable how many of these 
really can qualify as aid. 

The program aims at showing the Soviets in the best light. They adver¬ 
tise their aid as one to which no political strings are attached, but when an 
opportunity offers itself, they will adroitly exploit it to gain political 
advantage. They will cloak themselves in the garb of self-appointed pro¬ 
tectors of countries emerging from colonial rule, as they do in Africa; they 
will try to make political capital of tensions between underdeveloped coun¬ 
tries and the West, as in Cuba, Panama, and the Middle East, and they will 
advertise communism as a short-cut to accelerate the economic growth of 
their clients. 

Loans are made available on attractive terms, and they usually carry 
an interest rate of 2 V> per cent, half as much as is often charged by the 
West. Goods are sold at world market prices or lower. In the mid-fifties 
there were some clumsy attempts at exploitation—palming off shoddy and 
overpriced merchandise, and disposing of bartered returns in third markets 
in competition with the original suppliers—but these resulted in much 
publicity undesirable from the point of view of the Soviets, and they were 
not repeated in more recent years. This does not preclude, of course, the 
possibility of their resumption in the future, if the Russians should come 
to care less about the impressions they make on the underdeveloped coun¬ 
tries. 


38 New York Times , May 8, 1960. 

39 For a description of the various programs, see U.S. Department of State, Credits 
and Grants Extended by the Sino-Soviet Bloc to the Less Developed Countries of the 
Free World (June, 1959), also, by the same agency, Communist Econo?nic Policy in the 
Less Developed Areas (Washington, D.C.: U. S. Government Printing Office, 1960). 
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Showy projects of aid that have a high publicity value and arc likely 
to impress the residents of the underdeveloped countries are preferred by 
the Soviets over those whose beneficial effects are more hidden. On occasion 
their projects do not yield any direct economic return to the receiving 
country, but the Russians will promote them regardless, such as in the case 
of a stadium in Indonesia and of a radio station in Guinea. Usually, how¬ 
ever, the projects aim at the development of small or large industry, in 
response to the most cherished ambitions of the underdeveloped countries. 

Aid often is made available very quickly and in the form of long-term 
commitments, without prolonged negotiations for detailed agreements and 
guarantees. The industrialization projects do not result in the establishment 
of foreign-owned enterprises that are in the country to stay. 

In connection with the aid projects, there arc special scholarship pro¬ 
grams in Russia and elsewhere for students from Asia, Africa, and Latin 
America, and training schools for trade union leaders. All these aim, of 
course, at the indoctrination of the participants. The personnel of the 
technical assistance teams is composed of Russians as well as of nationals of 
the satellite countries, and when an opportunity offers itself for indoctrina¬ 
tion or overt or undercover support to the local communists, the most will 
be made of it. 

Effects of the Program . The principal threat which the Soviet aid pro¬ 
gram constitutes relates to its trade aspects. The economic position of 
many raw materials and agricultural products turned out by the under¬ 
developed countries has deteriorated sharply in recent years. Bilateral deals 
with the Soviets often provide an assured market for large portions of the 
output of the export-oriented, single-crop economics which arc character¬ 
istic of so many underdeveloped countries. Experience under the Nazis 
point again to the sinister possibilities which are opened up by such deals 
with a totalitarian power. 40 1 hey are apt to increase the dependency of the 
underdeveloped country on a market that is controlled by political con¬ 
siderations and might be closed as swiftly as it is opened up. By gearing 
their production to the requirements of the Soviet buyers, the respective 
economies lose touch with the world market and forego the bargaining 
power inherent in the ability to utilize alternative sales outlets. 

The United States has not explicitly opposed the Soviet program of aid 
as such and as a whole but has welcomed the underwriting, by the Soviets, 
of part of the cost of eradicating poverty in the world. 41 Any other attitude 
would have been politically impossible in view of the underdeveloped 

40 I he Nazi practices are discussed by Hans Staudinger, “The Future of Totali¬ 
tarian Barter Trade,” Social Research , Vol. VII, pp. 410-33 (1940). This article should 
be required reading for any one trying to do business with the Soviets. 

41 Address of George V. Allen, director of the United States Information Agency, 
at the Annual Luncheon of the Beekman-Downtown Hospital, New York City, Jan¬ 
uary 12, 1960, and address of the same date at the Lawyers Club. New York Times 
January 13, 1960. 
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world’s needs and aspirations. The United States, however, has not failed 
to point out the dangerous uses to which the bilateral agreements may be 
put. 42 In this situation, the proposal (mentioned above, p. 544) that the 
United States should encourage the formation of a joint front of all 
countries that wish to expand their trade with the ‘Soviet bloc, is one that 
deserves the most serious consideration. 

Many countries that are assisted under programs of foreign aid belong 
to the neutral, or uncommitted part of the world. With aid forthcoming 
both from the West and the East, these countries will want to adhere to a 
position that enables them to live in the best of all possible worlds and to 
play out one donor against the other. Neither the Soviets nor the Western 
powers can hope through programs of aid to ingratiate themselves with 
these countries to an extent that would mean that the recipients of aid 
would model their domestic institutions after the pattern of either donor. 

The idea that the payment of subsidies can attach a country to a political 
bloc is a residue of past times when wars and political decisions were con¬ 
sidered by the people the affairs of the kings or bosses and when these sold 
their support to the highest bidder. Under present conditions, with nation¬ 
alistic aspirations and the desire for political self-expressions so strong and 
rising everywhere in the underdeveloped world, this antiquated and naive 
idea simply will not work. A classic illustration of its failure is the case of 
China, “which received great Soviet aid in the twenties and massacred its 
communists, and almost none at all in the forties but is now plus royaliste 
que le roi” AZ 

Indigenous communism feeds on misery and ignorance. ‘The best that 
the West can hope for is that the alleviation of poverty, disease, and educa¬ 
tional deficiencies, and the acceleration of economic growth in the under¬ 
developed countries will create there an atmosphere unfavorable to the 
spread of communist ideas, and will make these countries stronger and 
better able to resist attempts at communist penetration. As they grow 
stronger economically, they will in due time develop economic and political 
institutions of their own. While receiving aid from both the West and the 
East, most of them show little inclination to copy either our free-enterprise 
system or to go communist voluntarily. In fact, a number of them, includ- 
ing Egypt, Iraq, India, and Argentina, have either outlawed their commu¬ 
nist party or otherwise intensified their opposition to domestic communism. 

The attachment to democratic ideals and institutions requires organic 
growth and a suitable material basis. In a number of countries, of which 
India is the outstanding example, the long-standing affiliation with Britain 
has instilled in them the tradition of government by consent and revulsion 
against totalitarian rule. Unfortunately, the situation is quite different in 

42 Address of Douglas Dillon, Under Secretary of State, at the United Nations 
Economic and Social Council, Geneva, July 11, 1960. New York Times y July 12, 1960. 

43 Economist , June 13, 1959, p. 1015. 
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other parts of the world, especially in Africa, where the colonial rulers 
prefer warfare to quitting, or, if they do quit, often fail to make arrange¬ 
ments for the transfer of power and the continuation of aid to an indigenous 
government, and where such arrangements, if they are made, may be 
frustrated by mutual feelings of hostility and suspicion. The departure of 
the colonial power then leaves a vacuum into which the Russians will try to 
penetrate (Guinea, Congo). Here as elsewhere the threat of undesirable 
effects of Soviet aid diminishes in the same proportion in which aid from 
the West is made available more swiftly, more generously, and under more 
attractive conditions. 44 


SUMMARY 

The Soviet challenge is not only a military one. In addition, the Soviets 
threaten to outproduce the West and to penetrate foreign uncommitted 
countries. The Soviet gross national product increases at a rapid pace, 
especially its industrial component. The high growth rate of the U.S.S.R. 
is due to large investment and small consumption and a number of other 
factors, some of temporary character. 

The rise of Soviet economic power is paralleled by that of Communist 
China which aspires to become the world’s third largest industrial estab¬ 
lishment in a dozen years. The Chinese industrialization drive imposes 
great sacrifices upon the people. They are organized in communes where 
all phases of their life are collectivized and supervised and where men and 
women are driven hard to work with their last ounce of strength. 

The economies of the individual members of the Sino-Sovict bloc arc 
centrally planned. Over-all planning that would cover all of them is still in 
an early stage of development. Most trade carried on by the Soviet powers 
is in barter or bilateral form. This is preferred for administrative reasons 
but it also facilitates the exploitation of the weaker partner. The Soviets 
have engaged in vigorous trade drives, and the volume of their trade with 
a number of countries outside the Soviet bloc has expanded, including the 
countries of western Europe, which have grown so strong and prosperous 
that communism no longer constitutes an internal threat. Since the mid¬ 
fifties the Soviets have sponsored a program of economic aid to under¬ 
developed countries. The dangers of this program will be reduced if the 
Western program of aid is expanded and liberalized. 
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STUDY QUESTIONS 

1. What is the twofold nature of the Soviet economic challenge? 

2. Why does the Soviet threat to outproduce the United States constitute a 
danger? 

3. What are the recent trends of Soviet economic growth? 

4. What are the principal factors accounting for Soviet economic growth? 

5. What do the Russians mean by “gigantomania”? 

6. What is meant by the statement that the West has to pay a penalty for 
having been in the lead? 

7. What arc some possible checks to Soviet economic power? 

8. What are the Chinese communes like? 

9. What has been the function of Comecon? 

10. What are some instances of over-all planning in the Sino-Soviet bloc? 

11. In what way have the communists rediscovered the principle of the inter¬ 
national division of labor? 

12. Compare bilateral and multilateral trade. 

13. How can bilateral trade be abused to the disadvantage of the weaker partner? 

14. How have the Soviets used trade as an eonomic weapon? 

15. What arc some basic difficulties in East-West trade? 

16. What are the arguments in favor of expansion of United States-Soviet trade? 

17. What are the arguments that oppose an expansion of United States-Soviet 
trade? 

18. Is it a sign of strength or of weakness that the countries of western Europe 
have expanded their trade with the Soviets? 

19. In what ways has Soviet trade disrupted markets? 

20. How can the West cope with the undesirable effects of the Soviet aid 
program? 
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INTERNATIONAL TRADE 


THE INTERNATIONAL ECONOMY 

International economic transactions differ from domestic transactions 
in that they relate to the movement of money, commodities, or persons 
over national boundaries. The degree of the difference depends upon the 
extent to which such movements are impeded by man-made obstacles. If 
such obstacles are moderate the difference between domestic and interna¬ 
tional economic transactions is small indeed. This was in substance the 
situation under the laisser-faire system of old-time liberalism, a type of 
economic organization that attained its greatest prominence during the 
nineteenth century. 

Since then, there has occurred a reversal in policy as well as in the 
theoretical discussion of international economic relations. The establish¬ 
ment of numerous barriers to the movement of persons, money, and com¬ 
modities over national boundaries has created conditions similar in many 
respects to those which prevailed during the era of mercantilism, when 
foreign economic relations were rigidly controlled by governments. Such 
relations were then used as an instrument designed to serve the aggrandize¬ 
ment of statecraft. 

The movement of commodities, including services, is the subject of 
international trade; that of money, of international finance. Both interna¬ 
tional trade and international finance are closely interrelated. The move¬ 
ment of goods gives rise to international payments, and the movement of 
money is often connected with the transfer of commodities. The acquisi¬ 
tion of foreign assets in the form of securities or of tangible wealth is called 
“foreign investment.” 
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The Rationale of International Economic Relations. The purpose of, 
international economic relations can be investigated cither from an eco¬ 
nomic or from a political point of view. On strictly economic grounds, 
benefits can be ascribed to the international movements of commodities, 
investment funds, and persons. Imports have the function of adding to 
the volume of goods available for domestic use. Exports are designed to 
pay for these goods, or they may be intended to pay for the acquisition of 
foreign investments. 

Exports also create employment at home. First, employment is created 
for the workers who dircctlV are engaged in the production of export 
articles. Second, additional people must be employed to produce the raw 
materials, components, and services purchased bv other industries for 
incorporation in goods for exports. Third, exports stimulate, via the multi- 
plie r, induced employment in consumer-goods industries . All this means 
that exports relieve unemployment during depressions. But in boom 
periods, when the economy operates at capacity, additional exports are 
likely to be reflected in higher domestic prices. 

Investments, that is, foreign borrowing or lending, make the supply 
of capital more nearly equal throughout the world than would be the case 
in their absence. In the capital-importing country, productivity is increased; 
whereas the capital-exporting country receives returns in excess of those 
that could be obtained by means of home investment. In a similar manner 
the movement of persons, if guided by the pull of economic opportunities, 
transfers factors to employments where their productivity is higher. 

From a political point of view, international economic relations can 
be utilized as instruments for the realization of political objectives. If peace 
is the goal of political action, international economic relations may be use¬ 
ful for its promotion by stimulating foreign income and employment or 
by supporting friendly governments through other economic means. Po¬ 
litical influence abroad is often a corollary of economic influence—trade 
follows the flag and the flag follows trade. Just as political purposes may 
be pursued with economic means, so may economic purposes be supported 
by political pressure. A policy of this sort is often referred to as “imperial¬ 
ism,” especially if it aims at foreign markets or opportunities for invest¬ 
ments. The theory of imperialism was first developed by the followers of 
Marx and applied by them and others to the colonial rivalries of the 
Furopcan powers in the nineteenth century and to the “dollar diplomacy” 
pursued at times by the United States in Central and South America. More 
recently the term “imperialism” has come to refer not only to the use of 
political pressure to attain economic objectives but also to the use of 
economic pressure to attain political objectives, with the Soviet Union 
pursuing an aggressive policy of imperialism in all senses of the word. 

Foreign economic relations may also be placed in the service of war_ 

hot or cold. Fconomic warfare is designed to weaken the economic power 
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of the enemy. It uses export control to prevent the enemy from obtaining 
needed commodities, import control to frustrate possible sales of the enen v 
country, preclusive purchases in third countries to arrest the flow of go< as 
from these to the enemy, blacklisting of neutral firms which trade with he 
enemy, etc. 

On the basis of the foregoing considerations, it is possible to character^ e 
in rough terms the meaning and significance of foreign econor v * elafinns 
for the United States. On strictly economic grounds the over- ill impor ¬ 
tance of foreign trade may not seem impressive, because relative to the 
national income the value of exports or imports is very small, ami unting to 
only 4 per cent. This compares with over 30 per cent in Norway, about 25 
per cent in Denmark and Switzerland, about 20 per cent in Austria, and 15 
per cent in Britain. Nevertheless, our foreign trade is more important to us 
than the low ratio to the national income indicates. Such items as crude 
rubber, tin, coffee, raw silk, carpet wool, jute fiber and burlap, diamonds, 
cocoa, bananas, tea, manila fiber, chicle, quebracho, and cobalt are supplied 
exclusively in the form of imports. Of many other commodities, substantial 
percentages of the total supplies are imported. While a number of these 
articles could be produced at home, or their production at home could be 
increased, this would entail a waste of productive resources. 

The United States continues to be plentifully endowed with a variety of 
important raw materials. However, in the case of oil, iron ore, copper, lead, 
zinc, and a number of others the growth of our economy has been respon¬ 
sible for a shift in our position from net exporter to net importer. We are 
also dependent upon foreign supplies of a large number of metals and non- 
metallic minerals. This constitutes no problem of short-run shortages 
because of virtually all these materials large stockpiles have been accumu¬ 
lated (see p. 517). There is, of course, the possibility that in the years 
ahead our dependency upon imports of raw materials might rise faster than 
our national income, and if this event should take place, our foreign trade 
would constitute a larger proportion of our national income than it does 
now. 

In the case of exports the insignificant total figure beclouds the fact that 
among specific branches of production or regions the importance of foreign 
markets is very considerable. As a rule, over 50 per cent of our cotton, some 
40 per cent of our wheat, and about 30 per cent of tobacco are exported 
in a year. So are substantial portions of our production of machinery of 
various types. Without the foreign markets, some regions would suffer 
from economic blight, and industries be forced to operate at a less eco¬ 
nomic scale. Directly and indirectly our exports provide employment 
for an estimated five million people, that is, about 7 per cent cf our labor 
force. 

In per capita terms, foreign trade is much higher in many countries 
abroad than it is in the United States. Countries such as the United King- 
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dom, Belgium, Holland , Switzerland, and the Scandinavian countries have 
a per capita volume of foreign trade that is two to three times that of the 
United States. Western Europe and the United Kingdom do about 45 per 
cent of the world’s trade, although in terms of single countries the United 
States is the world’s largest exporter and importer. This is a position which 
we have held only since World War II, when the United Kingdom lost its 
first place. Obviously our shares in total world trade have declined since 
the immediate postwar period, when so many foreign countries were in 
economic distress—from which they have recuperated. In 1959 our share 
in world exports, excluding the Communist bloc, was somewhat below 17 
per cent, and in imports 15 per cent. In either case the ratio is well above 
what it used to be before World War II. We are the largest international 
trader and the leading producer in the world. Although the United States 
includes less than 10 per cent of the world’s population, her share in the 
world’s production has risen from 44 per cent in 1937 to a peak of 57 per 
cent in 1948. Since then it has fallen as foreign producers recovered from 
the ravages of the war. It is still in the neighborhood of 50 per cent but it 
continues to fall as many foreign economies grow at a faster rate than does 
our own economy. 

The size relationship between a country’s exports and its imports— 
that is, whether exports are larger than imports or vice versa—usually 
follows a fairly well-established evolutionary pattern. A country in the 
early stages of its development has little to export. If it becomes the destina¬ 
tion of foreign investments which are made in the form of imports, it will 
on balance show an excess of imports. Such a country is known as an 
“immature debtor country.” Eventually the foreign investments will have 
helped to build up the country; and the service of these, made in the form 
of merchandise exports, may come to exceed the inflow of goods, resulting 
on balance in an excess of exports. The country has turned into a mature 
debtor. As time goes by the mature-debtor country will have paid off its 
debts and, having been fully developed, may begin itself to make foreign 
investments abroad, causing its exports to continue to exceed its imports. 
'The country now is transformed into an immature creditor. Eventually, it 
may have accumulated so large an amount of foreign assets that the service 
for these, in the form of interest and repayment of the principal, causes its 
imports to exceed its exports. The country has become a mature creditor. 
England was a mature creditor at the time of the outbreak of World War 
II. The United States has passed through the three stages before the final 
one. 

Since the seventies of the past century, United States exports have been 
in excess of imports. Up to that time, imports had been larger than exports. 
The relatively large size of imports had mirrored the increase in European 
loans placed in this countrv. Since the seventies the volume of these has 
fallen off rapidly and repayments set in, a development that was reflected 
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in increasing exports. Exports were further stimulated during the two 
World Wars, which in conjunction with the attending decline of the 
economic strength of Europe caused the United States to assume foreign 
lending and in the end to become the world’s principal lender. 

As for the regional distribution of our foreign trade, some 20 per cent 
is usually done with Canada, another 20 per cent with Latin America, from 
25 to 30 per cent with western Europe, from 10 to 20 per cent with the 
Ear East, and the remainder with Africa, western Asia, and the Soviet bloc. 
Our trade with Canada as a rule yields us a large export balance, and so 
does, except for 1959, our trade with western Europe and the Far East. As 
regards the commodity distribution of our trade, a large part of our exports 
to Canada as well as to other parts of the world consists of machinery. Our 
biggest import items are paper and paper materials from Canada, and pe¬ 
troleum and coffee from Latin America. 

While Canada is both our largest customer and supplier, the United 
Kingdom holds second rank among our suppliers, being followed closely 
by Japan, whose sales to the United States in 1959 were almost as large as 
those from the United Kingdom. West Germany holds fourth place both 
with respect to imports and exports. As regards the latter, our exports to 
Japan have since 1957 exceeded those to the United Kingdom, making 
Japan our second-best customer, followed by the United Kingdom and 
West Germany. 

A Review of Foreign-Trade Theory . The economic theory of foreign 
trade does not take into account the political objectives which are of such 
overwhelming importance in the field of international relations. Precepts 
immediately derived from international economics often diverge sharply 
from the demands of the day. Moreover, these precepts not seldom require 
policies harmful to sectional interests, while their long-run benefits are 
diffused over the public at large. This is the chief factor explaining the gap 
between the conclusions of theorists and politicians in the field of interna¬ 
tional trade. 

On strictly economic grounds, virtually all man-made obstacles to the 
free movement of persons, commodities, and money are objectionable, 
because they tend to cause incomes to fall short of the level they would be 
capable of attaining in the absence of such impediments. If people are 
allowed to migrate in response to economic incentives, the marginal pro¬ 
ductivity of labor will rise in the country of emigration and fall in that of 
immigration, and until both are equated the immigrant’s productivity is 
higher in the country of his choice than it was at home. There is thus a net 
addition to world production. 

A similar consideration can be applied to movements of capital. It moves 
abroad because there it is more productive than at home, and the movement 
will stop only when marginal productivities are equated everywhere. But 
factors of production like labor and capital are limited in their mobility 
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even when public restraints are absent, and the mobility of land is still more 
limited. Different countries are thus bound to be equipped with the factors 
of production in different quantities. Moreover, productive factors, though 
they are for purposes of theoretical analysis reduced to a few classes, are 
not homogeneous. From these facts there arises the desirability of com¬ 
modity trade. The factor that is scarce in country A may be more plentiful 
in country B. Since this situation can be only inadequately modified by the 
importation of the scarce factor into country A, this country will import 
goods into which much of the scarce factor has entered. It will export goods 
that absorb productive resources which are more plentifully available at 
home. In this manner, incomes everywhere will be increased above the 
level that would prevail if countries would insist on producing all things at 
home. A given amount of resources produces exports that can be exchanged 
against a larger quantity of imports than could be produced at home with 
the help of the same resources. 

Trade is adventageous not only if the exporting country has an absolute 
advantage in the production of the exported commodity; that is, if the real 
costs—the quantity of resources used in its production—are lower than in 
the importing country. Trade is advantageous also if the exported com¬ 
modity is produced in the exporting country at a higher real cost than in 
the importing country, provided only that there are enough other com¬ 
modities for which the relative cost of production in the former country is 
still greater. This means that the country with the higher real cost of 
production will import the commodities for the production of which it is 
least suited and export those for which its relative disadvantage is less 
pronounced. This so-called “principle of comparative advantage” can be 
best visualized with the help of an arithmetical example. If a given amount 
of real resources alternatively suffices for the production of 10 units of 
commodity A or 20 units of commodity B in country I, or of 30 units of A 
or 40 units of B in country II, country I has a comparative advantage in 
producing and exporting commodity B, regardless of the fact that country 
II can produce A as well as B more efficiently. Country II will do well to 
specialize in the production of A. If they arrange their production in this 
way both will make gains. Country I at home exchanges 10 A for 20 B; 
country II, 15 A for 20 B. If they trade, country I will receive up to 15 A 
for 20 B; and country II, up to 30 B for the 15 A which at home buy only 
20 B. The arrangement may force producers of A in country I and of B 
in country II to shift to other lines of economic activity. The price system 
may bring about such adjustment with considerable internal friction; firms 
may be driven into bankruptcy and employees may be put out of work. 
This explains much of the opposition to free trade once protective measures 
have been in force. 

Multilateralism. Foreign trade operates to the greatest benefit of the 
world if every partner is permitted to buy in the cheapest and sell in the 
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dearest market. This will often require triangular trade relationships: 
country I buys from country II and sells to country III, paying country 
II with the proceeds from its sale to country III. Relationships of this sort 
arc called multilateral. They are contrasted with bilateral relations. Bilateral 
trade manifests itself in barter, payment, and clearing arrangements under 
which each country aims at buying from another as much as the other 
bought from it. This often has the effect of restricting the volume oi mule: 
if country I buys less from country II than country II buys from country 
I, this tends to lead to a restriction of country H’s purchases rather than to 
an expansion of those of country I. It also tends to divert trade into wasteful 
channels: instead of buying in the cheapest market, countries buy from 
those partners to which they make sales. 

Trade Restrictions . As will be seen, variations of foreign exchange rates 
and of internal prices will affect the volume of exports and imports. 
In a more direct manner, imports can be regulated with the help of tariffs. 
'Tariffs or customs duties are taxes on imports levied for the purpose of 
revenue production or control. While tariffs may be designed to relieve 
conditions giving rise to a temporary disequilibrium in a country’s foreign 
payments, more often their purpose is limited to conferring benefits on 
sectional interests which otherwise might be harmed by foreign competi¬ 
tion. In still other cases, tariffs are intended to promote political objectives 
such as self-sufficiency or military preparedness. 

During the present century, there has at times been a tendency toward 
increased tariff protection as well as toward new' forms of protectionism, 
often referred to as quantitative controls. Unlike tariffs, quantitative con¬ 
trols specifically limit the quantity of goods that may be imported. This is 
done by the assignment of so-called “quotas” to importers. Other restrictive 
measures are applied in the field of international finance. They include 
exchange control, that is, the imposition, by the government, of restrictions 
on the acquisition or disposal of foreign exchange. Under exchange control, 
exporters arc generally required to sell the proceeds from their transactions 
to the central bank or to a government agency; and prospective purchasers 
of foreign exchange must first procure a permit from the exchange-control 
agency. Further restrictions are placed on the exportation of the domestic 
currency and on transactions in gold. 

Policies of this sort are referred to as “economic nationalism.” It man¬ 
ifested itself during the thirties in new' and intensified restrictions on 
international trade, finance, and migration. At that time the restrictions 
were designed to check the further spread of domestic unemployment. 
Economic nationalism suffered an eclipse under the impact of the w ar and 
postwar boom. Countries passed through a period of full employment. 
Goods had become scare under the influence of wartime requirements and 
postwar dislocation. Germany, the most aggressive trading partner, had 
temporarily disappeared from the scene. Generous policies of reward for 
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wartime purchases by the United States, in the face of a shortage of imports, 
had in some countries resulted in the accumulation of substantial gold and 
foreign exchange reserves. In this situation, many of the nationalistic 
restrictions on trade and capital movements were somewhat relaxed. This 
tendency, however, did not prevail for long; and it affected only a limited 
number of countries. 

Customs Unions and Trading Blocs, A new trend which arose during 
the late 1950 's brought to the fore customs unions or similar trading blocs 
which remove the restrictions on the trade among the members but retain 
those against outsiders. In the full fledged customs union the external tariff 
against outsiders becomes a common one. The European Economic Com¬ 
munity, or Common Market, about which more will be said later in the 
chapter, is an illustration of such an arrangement. In another type of 
organization, exemplified by the European Free Trade Association, the 
members continue to set their own external tariffs. As the trade barriers 
among the members of the new organizations are removed, the widening 
market creates new opportunities for mass production and specialization. 
Industry can benefit from economies of scale and operate more efficiently. 
As trading blocs spring up in Europe, similar organizations are created 
by underdeveloped countries which see their established markets threat¬ 
ened and arc eager to industrialize and widen the home market for their 
industrial products. 

UNITED STATES COMMERCIAL POLICY 

Most-Favored-Nation Treatment . Customs unions and free trade asso¬ 
ciations discriminate against those countries which are not members of the 
system because imports from nonmembers are subject to the external tariff 
whereas goods moving from one member country to another are to be 
admitted free of duty. 

Other forms of discriminaton are represented by exchange control and 
bilateralism, which make for discriminatory treatment of the trading- 
partners. Purchases and sales arc not made in accordance with the principle 
of comparative advantage; they rather reflect the allocation of foreign 
exchange by the government or the amount of trade with a specific 
country. The United States commercial policy, while traditionally operat¬ 
ing at high tariff levels, has for long been attached to the principles of 
multilateralism and nondiscrimination, as well as to most-favored-nation 
treatment. Under the most-favored-nation clause of commercial agree¬ 
ments the participants promise each other all concessions which they may 
grant to third parties. The most-favored-nation clause thus reflects a spirit 
averse to preferential agreements in which exclusive concessions are 
granted to a specific partner. Preferences have come to prevail among the 
members of the British Commonwealth. They were instituted first under 
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the name of “imperial preferences” at the Ottawa Conference of 1932. As 
customs unions and free trade areas are established, new preferences are 
created. However, for political reasons—to strengthen the respective 
economies—the United States has not resisted the rise of such organizations 
in the free world. 

The Trade-Agreements Program . In spite of its attachment to tin most- 
favored-nation principle, United States commercial policy, as no tea, ha, 
been characterized for long by high tariffs, culminating in rk Hawlev- 
Smoot Tariff of 1930. But under the influence of the Great Depression and 
the ensuing shrinkage of world trade, a program was sponsored in 1934 
that was designed to lead the way toward a reduction of tariff barriers in 
the United States and throughout the world. Under the Reciprocal Trade 
Act of 1934 the President was authorized to ratify reciprocal treaties con¬ 
taining substantial reductions of statutory duties. As these treaties do not 
require congressional approval, the log-rolling tactics of sectional interest 
groups that are attached to high duties are effectively restrained. 

The trade-agreements program, originally limited to a three-year 
period, has invariably been extended by the Congress, at times, though, only 
for a single year. Each extension is preceded by a protracted battle with the 
protectionist interests, and to satisfy these, the program has been whittled 
down in important respects. Under the 1958 extension, which was granted 
for four years, the President can reduce tariffs by no more than 20 per cent 
altogether. Since the late 1940’s, “peril point” provisions and escape clauses 
have brought about a progressive erosion of the program. 1 Under the peril 
point provision the President must wait up to six months, pending an inves¬ 
tigation by the Tariff Commission, before concluding an agreement. The 
Tariff Commission is an independent federal agency composed of bi¬ 
partisan members. It will hold hearings and determine peril points below 
which tariffs should not be cut in the interest of United States producers. 
The escape clause permits the United States to modify reductions previ¬ 
ously agreed upon, if imports are injuring a domestic industry. On applica¬ 
tion for relief under the escape clause, the Tariff Commission will complete 
an investigation within six months. If the President disapproves a recom¬ 
mendation for relief made by the Tariff Commission, his decision can be 
overridden by a two-thirds vote of each house. In such cases the President is 
authorized to raise tariffs as much as 50 per cent above the 1934 level and 
impose duties as high as 50 per cent on duty-free imports, but there is little 
likelihood that use will be made of this authority, the President, as a rule, 
being much less protectionist-minded than the Congress. Furthermore there 
is a national-security clause, under which the President is directed to limit 
imports if national security calls for such action. National security is de- 

1 See Charles J. Walsh, “U.S. Economic Foreign Policy and the Escape Clause,” 
Review of Social Economy , Vol. XVII, No. 1 (March, 1959), pp. 1-22, Gardner Pat¬ 
terson, “United States Import Policy,” Lloyds Bank Review , April, 1959, pp. 35-49. 
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fined in such broad terms in the 1958 extension of the reciprocal trade 
agreements program that it is possible to consider the mere impact of 
foreign competition on domestic companies as injurious to national security. 

The trade-agreements program meant no break with the most-favored- 
nation clause. Contrariwise, trade agreements must contain this clause. At 
first glance, this may seem to make the whole procedure pointless, because 
all countries, without granting special benefits to the United States, would 
be allowed to enjoy the concessions granted to a specific partner. This con¬ 
sequence is more imaginary than real, however, because the country which 
receives a concession for a commodity usually has the greatest stake in this 
commodity. Also, the concessions are often so worded that they limit the 
effects of the agreement by making it applicable principally to the specific 
partner. 

The General Agreement on Tariffs and Trade. In the course of the 
years the United States concluded reciprocal trade agreements with close 
to thirty foreign nations on an individual basis. Most of the results of the 
trade agreements program as originally carried out by negotiations between 
the United States and a single foreign country have by now been incor¬ 
porated into the General Agreement on Tariffs and Trade, known as 
GATT, which the United States and more than twenty other nations con¬ 
cluded in 1947. This was done under the authority of the Trade Agree¬ 
ments Act and did not require the express approval of Congress. GATT, 
which was revised in 1955, establishes a framework for reciprocal tariff¬ 
bargaining, which is undertaken at periodic conferences by the representa¬ 
tives of countries whose number has gradually increased to 44. On prin¬ 
ciple, the rules of conduct incorporated into GATT call for most-favored 
nation treatment and the elimination of quotas. There are, however, 
numerous escape clauses and exemptions for agricultural products, customs 
unions, and countries that are in temporary balance-of-payments difficul¬ 
ties. 

The United States took the initiative in drafting in 1955 an agreement 
providing for the establishment of an Organisation for Trade Co-operation, 
to be known as OTC, which would administer the operations under 
GATT. Although the ratification of this agreement was the main provision 
in President Kisenhower’s foreign trade program. Congress has never given 
its approval to it. There was thus repeated in the 1950’s what had happened 
in the 1940’s, when at the behest of the United States the Havana Charter 
for an International Trade Organizaton was drawn up by the representa¬ 
tives of more than fifty nations, and when the Congress likewise failed to 
take action, the pressure of protectionist interests being impossible to over¬ 
come in either instance. 

Under GATT the participants have agreed to numerous tariff reduc¬ 
tions, to the maintenance of low tariffs, and to other concessions. The 
products affected by this agreement account for over three fourths of the 
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world’s international trade. Since the early 1950’s general undertakings 
were made to “bind” all concessions made previously, and this has resulted 
in the stabilization of some 55,000 tariff rates, covering close to 80 per cent 
of world trade. 

Average United States tariff rates on dutiable imports have come down 
from over 50 per cent, the level held during the early 1930’s, to less ■ uin 12 
per cent. In part this has been due to the trade agreements program, hue 
almost equally strong has been the effect of rising prices whici. cause the 
so-called “specific duties”—which are expressed in amounts of money per 
unit of merchandise rather than in percentages of the value of the latter— 
to decline relative to the value of imports. About 40 per cent of our imports 
are duty-free—those on coffee and other noncompetitive foodstuffs and 
raw materials—compared with some 65 per cent in the early 1930’s. The 
relative decline of duty-free imports is due to an increased demand for 
articles carrying low duties, reflecting rising incomes and the average 
reduction of duties. However, tariff rates on a number of manufactured 
articles still are high, and there are quantitative restrictions—quotas—on a 
number of competitive farm products and raw materials. 

GATT will continue to serve extremely important functions in the 
years ahead. It will have to cope with the problems created by the rise of 
trading blocs in Europe and other parts of the world. It will provide a 
meeting place where the underdeveloped countries can make their voices 
heard in matters of trade. If effectively led by the United States, it may 
become the nucleus of an organization to strengthen the position of an 
individual country when trading with the Soviet bloc. 

The Prospects for Freer Trade. As will be seen in the next chapter, the 
United States balance of international payments had large deficits in the 
1950’s. These have created problems of their own which will be discussed 
in their proper place. One means of reducing the deficits are surpluses in our 
merchandise trade. As has been seen, we still produce such surpluses every 
year, although at times they have been rather small. This situation has 
provided grist for the mills of the protectionists and encouraged demands 
for greater restrictions on imports, while at the same time strong pleas are 
made in support of increased exports. 

The government has only limited means to promote increased exports. 
It can make available credit facilities to finance exports or guarantee the 
proceeds from foreign sales. A program along this line was initiated in 1960, 
utilizing the resources of the Export-Import Bank. But principally it is 
private enterprise that can seek out and exploit opportunities for exports. 
Unlike during the 1940’s, the world is no longer starved for American 
goods, and there are certain factors at work which constitute obstacles to 
a United States export drive. West Germany and Japan have resumed their 
important position in the world market. American exporters meet stiff 
competition from these and other sources. Moreover, the rise of the Com- 



CURRENT ECONOMIC PROBLEMS 

564 

mon Market and other trading blocs work to the disadvantage of import* 
from the United States, at least in the short run, and so does the estabhsh- 
ment of foreign subsidiaries by many American companies (see below, 


Some will argue that the United States has priced itself out of the world 
markets and refer to the high wage differentials with their unfavorable 
effects on costs and prices. Such differentials have for long been a char¬ 
acteristic of the high-wage economy of the United States, where labor is 
scare relative to natural resources and capital. In the past they have not 
impeded the production of large export surpluses because along many lines 
there was a still greater productivity differential, with resulting favorable 
effects on United States labor cost. For example, if United States labor 
should earn, say, hourly wages five times those of foreign labor, United 
States labor cost would still be lower, provided the hourly output in the 
United States is more than five times that of foreign labor. It seems now 
that the wage differential has increased: the United Nations Economic 
Commission for Europe has found hourly earnings in a number of impor¬ 
tant European countries to be significantly lower relative to those in the 
United States than they were in 1937, by about 15 per cent in France, 30 
per cent in Britain, 35 per cent in Switzerland, and 50 per cent in West 
Germany. At the same time, it is possible that the productivity differ¬ 
ential is on the decline, owing to the “Americanization” of Europe with its 
spread of United States companies, the rise of large-scale enterprise, and 
the emulation of United States methods of production. To the extent to 
which these factors operate, their effects are aggravated by the devalua¬ 
tions of important European currencies which have raised the external 
value of the dollar, making foreign goods cheaper and United States goods 
more expensive (see below, p. 598). Nevertheless, as can be expected, 
United States costs still are relatively favorable in lines of production into 
which large amounts of materials enter, while in other cases, where labor 
cost is a larger proportion of total cost, the situation is less favorable. 2 

Broadly speaking, our exports are by no means low if compared with 
the period from 1950 through 1956 (see Fig. 58). They seem low only if 
held against the peak which they reached in 1957, a year in which a number 
of unusual circumstances were in operation—the Suez crisis and rapidly 
rising foreign prices—which account for a temporary upsurge of the 
demand for American goods. After 1957 our exports temporarily declined 
but they exceed by a substantial margin the amounts attained during the 
first half of the 1950’s. As western Europe continues its rapid economic 


2 See a study of the National Industrial Conference Board on cost differentials in 
various industries, referred to in the New York Times , May 3, 1959. See also “General 
Agreement on Tariffs and Trade,” International Trade , 1957-58 (Geneva, 1959); United 
Nations Economic Commission for Europe, Economic Survey of Europe , 1959 (Geneva, 
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growth under conditions of prosperity, as foreign import quotas are 
removed, and as foreign countries have at their disposition increasing 
amounts of gold and dollar resources (see below, p. 590), it may well be 
that the benefits of rising incomes will be diffused throughout the world at 
large and that there will be an increased demand for American goods. As 
to the cost factor, the United States is not the only country in the world 
to feel the effects of the wage push, and as prosperity in Europe spreads, ic 
will be all but impossible to resist the demands of the European trade- 
unions for higher wages. 

U. S. Merchandise Trade 

Billion dollor* 



1950 1951 1953 1955 1957 IS 

FIG. 58. Throughout the 1950’s, our merchandise exports have exceeded our merchandise im¬ 
ports. From U.S. Department of Commerce, Statistical Reports, Part 3, No. 60-6, 1959. 

Moreover, certain increases in United States imports which have 
occurred in recent years, especially that of small automobiles, do not 
result from unfavorable United States cost conditions but from an in¬ 
adequate anticipation of shifts in consumer demand on the part of the 
American producers. As the United States automobile industry adapts 
itself to these shifts and as the snob appeal of certain types of foreign cars 
diminishes—so many people have them—it is likely that this item, which 
has been an important factor in raising United States imports during the 
late 1950’s, will diminish in significance, without any additional restrictions 
on automobile imports. 
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It is indeed extremely doubtful whether foreign countries will admit 
large United States exports if the United States were to restrict more 
severely the entry of foreign goods into her own territory. As things 
stand, the reciprocal trade agreements program has already been sub¬ 
stantially weakened by escape clauses and other loopholes. Protectionism 
now cuts across the lines of political parties and regions. The textile indus¬ 
try in the South and in New England, the mineral producers in the West, 
the oil industry in the West and Southwest, they all have pleaded for 
increased protection against foreign competition. In many instances their 
pleas arc supported by labor unions. The result has been the imposition of 
informal import quotas on Japanese products, the invocation of tariff 
quotas on imports of woolen fabrics, and an outright quota regime on 
lead, zinc, and oil imports. 

In the Japanese case, the quota was not established by the United States 
but by Japan herself in response to American demands, to avert what 
would have been the first United States import quota on manufactures. 
The quota applies to cotton textiles and a large number of other products 
for which minimum prices and maximum quantities arc established and 
enforced with great strictness by Japanese trade associations. This program 
has been in operation since the mid-fifties. In the case of woolen and 
worsted fabrics, so-called “tariff quotas” have been imposed annually from 
1956 to 1960. Under this arrangement, the tariff is raised on imports in excess 
of a quota. It is doubtful w hether it has been of assistance to the manufac¬ 
turers because the resulting higher price of woolen goods may have made 
synthetic products still more attractive to the consumers. The imposition 
of quotas on lead and zinc in 1958 under the escape clause brought harm to 
underdeveloped countries such as Mexico and Peru without restoring the 
health of the domestic industries. It w as chosen as an alternative to a sub¬ 
sidization program, w hich the Congress failed to adopt. 

In the case of petroleum, import quotas w ere imposed, first on a volun¬ 
tary basis and since 1959 on a mandatory one, to maintain the domestic 
price stabilization program, which is of long standing and federally sanc¬ 
tioned, in the face of rising imports. Domestic production is restricted by 
state laws under w hich the Railroad Commission of Texas—where close 
to 50 per cent of our oil is produced—and other state authorities determine 
“allow able” quotas for output. This is designated as a conservation program 
and it operates on the basis of a Federal Interstate Oil Compact and the 
Connally “Hot Oil” Act, which outlaw's the interstate transportation of 
petroleum produced in excess of the quota allowed by the state authori¬ 
ties/* 'This program was undermined by unrestricted imports of lower- 
priced oil from foreign sources. 

The import quota on petroleum was imposed under the national security 

At the same time the depiction allowance granted by the federal income tax law 
is designed to encourage expansion of production. 
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clause. The argument is that a prosperous and expanding oil industry is 
indispensable for the nation’s security. Paradoxical as it may sound, it is 
indeed true that proved reserves of petroleum increase as the production 
of the material expands. They amounted in 1960 to approximately fourteen 
times the annual output, although of course much more is underground in 
unproved form and the deeper layers are said to be virtually untapped. If 
the national security requires that the proved reserves of the material be 
raised, the expansion of production by means of restricting imports— 
mainly from Venezuela but also from Canada and other places where 
American policy has been encouraging investments by U.S. companies—is 
a means to accomplish this objective. It is, however, an extremely costly 
device that is likely to add billions of dollars to the consumers’ oil bill. 4 

In addition to the protective measures introduced in recent years, there 
is still on our statute book the Buy American Act of 1933, legislation passed 
during the depression which severely restricts government procurement 
from foreign sources. As a rule, a domestic supplier is to be given prefer¬ 
ence, unless the foreign seller offers the merchandise at a price substantially 
lower than quoted by the domestic seller. Under a Presidential order of 
1954, the basic differential is to be one of 6 per cent, that is, a foreign con¬ 
cern will receive the order if its bid is 6 per cent lower than that of a do¬ 
mestic one. If the importer competes with a domestic supplier located in an 
arcar of labor surplus, there is an additional differential of 6 per cent. How¬ 
ever, even a larger differential w ill not help the foreign concern if small 
buiness or national security is involved. 

Another matter about which importers to the United States complain 
is our customs procedure, which is extremely complex, “deliberately de¬ 
signed,” it has been said, “to frustrate foreign sellers.” Cases have been 
cited in w hich it took an importer three to five years before he knew w'hat 
amount of duty he had to pay. Many new articles are not specifically men¬ 
tioned in the tariff schedule of 1930 and are assessed on the basis of “simili¬ 
tude ’ or “component of chief value.” This has caused television tubes to 
be assessed as household glass ware dutiable at 40 per cent. In these matters 
the passage of the Customs Simplification Acts of 1953 and 1956 marks the 
beginning of a needed reform. 

The argument of the protectionists in favor of restrictions on imports 
sometimes is rebutted by the proposal to grant aid to industries, regions, 
and localities which stand to suffer from an increase in imports. These 
subsidies presumably would facilitate the transfer of the affected parties 
to employment along more profitable lines. This argument is a sound one, 
since the distortion of the allocation of productive resources by tariffs and 

4 See letter of Professor Alfred E. Kahn to the New York Times , April 23, 1959. 
See also "Outrage in Oil,” Barron's, March 16, 1959, p. 1, and, on the metals program, 
Undermining Enterprise, ibid., October 13, 1958, p. 1. On the woolen program, sec 
article by Shirley Schcibla, ibid., March 14, 1960, pp. 17 f. 
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related measures imposes a heavier burden on the community at large than 
would a subsidy. Aid of this type does not reimburse for the nonmonetary 
cost of adjustment—moving to new places, learning new trades, etc. but 
it may make freer trade more acceptable to the protectionist interests and 
thus avert restrictions on imports (from underdeveloped countries, for 
example) that run counter to national policy objectives. a 

THE ECONOMIC INTEGRATION OF EUROPE 

By far the most important matter which has occurred in the foreign 
trade field in recent years is the movement for economic integration in the 
form of customs unions and free trade areas which has spread from Europe 
to other parts of the world. The formation of supranational organizations 
in connection with Marshall Plan aid and common defense (see below, 
p. 5SO) habituated the people of Europe to co-operation in the handling 
of affairs that hitherto had been regarded as the preserve of each country’s 
national policies. To strengthen western Europe, the United States gave 
support to the integration movement. Many Europeans themselves were 
eager to form a “third force” that could hold its own in the struggle of the 
giants of the East and West. To be sure, integration meant different things 
to different people. To the “functionalists” in Britain and the Scandinavian 
countries it meant a multiplicity of limited economic programs without an 
ultimate political objective, while the “federalists” had in mind the more 
far-reaching goal of a superstate, possibly a federal union patterned after 
the model of the United States. 

The Common Market. This ultimate political objective, though it has 
at times been fading into the background in more recent years, was instru¬ 
mental in the founding of the European Economic Community, known as 
the Common Market, in 1958. ({ It had been preceded by the supranational 
coal and steel authority, formed in 1953 and known as Schunian Plan (after 
Robert Schuman, the French Foreign Minister), which pooled the re¬ 
spective resources of six countries and established free trade for steel. 7 A 

r> Aid to adversely affected industries has been endorsed by the Senate Small Business 
Cominirrcc, Report of August 23, I960; it was provided also in a Senate amendment to 
the 1958 Reciprocal Trade Agreement I ntension Act but the provision was rejected by 
the conference committee. 

In addition to the literature listed in the Bibliography, p. 585, see a series of 
pamphlets by Miriam Camps, all published by the Center of International Studies at 
Princeton University: The European Common Market and American Policy (1956); 
Trade Policy and American Leadership (1957); The European Common Market and 
Eree Trade Area: A Progress Report (1957); The First Year of the European Economic 
Community (1958); The Free Trade Area Negotiations (1959); Division in Europe 
(1960). 

7 See John Goormaghtigh, “European Coal and Steel Community,” International 
Conciliation , No. 503 (May, 1955); William Diebold, Jr., The Schuman Plan (New 
Vork: Frederick A. Praeger, Inc., for Council on Foreign Relations, 1959); Louis 
Lister, Europe's Coal and Steel Community (New York: Twentieth Century Fund 
I960). ' 7 ’ 
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still earlier attempt, Benelux, was to bring about the complete economic 
integration of the region comprising Belgium, the Netherlands, and Lux¬ 
embourg, with free trade among them and a common outer tariff. 

The members of the Common Market are identical with those of the 
European Coal and Steel Community and consist pf France, WVst Ger¬ 
many, Italy, and the three Benelux countries. The Common Marl-, or aims 
at the gradual establishment of a customs union among its members, .h it .s, 
their internal trade barriers arc to be removed by stages while .a the same 
time their trade with the outside world is to be placed under a common 
tariff. 8 * To make such a common external tariff feasible, the economies of 
the member countries are to be “harmonized” with respect to production 
costs, social services, and other factors determining their competitive ca¬ 
pacity, and this in turn is to be facilitated by the free flow of capital and 
labor among the members. 

Jointly with the Common Market and among the same members there 
was also established Euratom, the European Atomic Energy Community. 
Reflecting the high hopes which were placed in the early utilization of 
nuclear energy at that time, this organization was to promote the joint 
production and distribution of such energy for peaceful uses. 0 

The Common Market, the Coal and Steel Community, and Euratom 
have a joint Court of Justice, Council of Ministers, and a Parliamentary 
Assembly. The executive of the three is still divided but there are plans for 
its early consolidation. The Assembly is composed of 142 members ap¬ 
pointed by the Parliaments of the member states. A change of this, with an 
election by direct universal suffrage, is planned for the near future. 10 

The Projected Free Trade Area. Britain did not initially join the Com¬ 
mon Market nor its two sister organizations as she was reluctant to link her 
fate with an organization that was considered by many to contain the germ 
of a future European superstate. As she maintains a preferential system of 
trading with the other members of the British Commonwealth—allowing, 
for example, the duty-free entry into Britain of beef from Australia, butter 
from New Zealand, fruit from South Africa, and tea from India and Ceylon 
—it was also considered impossible to reconcile this system with the com- 

8 See General Agreement on Tariffs and Trade, The Possible Impact of the 
European Economic Community , in Particular the Common Market , Upon World 
Trade (Geneva, 1957); Political and Economic Planning, Tariffs and Trade in Western 
Europe (London: Allen & Unwin, Ltd., 1959). 

tt See Ben T. Moore, Euratom: The American Interest in the European Atomic 
Energy Community (New York: Twentieth Century Fund, 1958). 

10 There is also a European Investment Bank with an authorized lending capacity 
of $2.5 billion and an Overseas Development Fund. Neither of these is overly active. As 
the bank operates in a region with highly developed banking facilities, the demand for 
its loans has been small. Three of the first four of these were placed in Italy. By March 
13, 1960, the Development Fund had approved projects involving a total expenditure of 
no more than $5? million for underdeveloped countries, mainly in French Africa and 
much of it for social services. 
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nion external tariff which the Common Market was gradually to attain. 
Had Britain then joined, her high standard of living and superior social 
services probably would have exerted a powerful “demonstration effect” 
on her associates on the continent , raising the production cost in these 
countries. 11 Had she joined, it would have been Britain rather than the 
continental countries that would have attracted American industry to 
establish branch plants and subsidiaries (see below, p. 576). 

Instead, Britain promoted the organization of a Free Trade Area, to be 
joined by the members of the Common Market and those countries of free 
Europe that had remained outside of the Common Market: Britain herself, 
the Scandinavian countries, Switzerland, Austria, and others. The Free 
Trade Area, unlike the Common Market, was not designed as a customs 
union. It was to eliminate tariffs between the members but leave intact each 
member’s freedom to set its own tariff against the outside world. Also, the 
Free Trade Area had no goal of ultimate political union. 

Such an arrangement would have widened the internal free trade area 
of the Common Market countries, w hich would bring into the organization 
their common external tariff—not accomplished yet, but the eventual aim. 
The latter, in turn, would differ from the external tariffs of the other mem¬ 
bers of the Free Trade Area, each being allowed to set its own. 

The formation of the Free Trade Area was defeated by France, by 
tradition a highly protectionist country, w hich by joining the Common 
Market had started out on a new venture whose risk she did not w 7 ant to 
increase by enlarging the number of countries that could flood her market 
with goods. These fears were aggravated by the fact that many prospective 
members of the Free Trade Area—Sweden, Denmark, and Switzerland, for 
example—had tariffs that were low er than either those of France or of the 
Common Market. They would import low-priced goods from the outside 
w r orld, so the French reasoned, and then unload them on France. However, 
until the external tariff has become equal, this so-called “problem of origins” 
is an acute one also for the members of the Common Market, since Belgium 
and the Netherlands have relatively lower tariffs than the other members. 
As a solution of this problem w as found for the Common Market by means 
of detailed regulations, something similar could have been attempted also 
for the Free Trade Area. 

Furthermore, France considered it inopportune to join a Free Trade 
Area whose members, unlike those of the Common Market, w ould be under 
no duty to harmonize the factors determining their cost of production. She 
also desired wider escape clauses to cope with potential difficulties. Last but 
not least, it is doubtful whether she wanted to see her new relation with 
West Germany disturbed by the appearance of a strong outsider. 

The European Free Trade Association. The failure of the Free Trade 
Area led to new 7 deliberations among Sweden, Switzerland, and Austria_ 

11 “Into the Common Market,” Manchester Guardian Weekly , February 21, 1957. 
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the “neutrals” which could or would not join the Common Market 12 —and 
Britain, Denmark, Norway, and Portugal. These countries adopted in 1959 
a Swedish plan for a smaller European Free Trade Association (EFTA) 
which was patterned after the Free Trade Area, providing for the abolition 
of internal tariffs among the members but without a common external 
tariff. 13 Europe thus was divided into two trading blocs, the C ommon 
Market, or “Inner Six,” with some 169 million inhabitants in Europe, and 
the EFTA, or “Outer Seven,” with some 89 million (see Fig. 59). 14 

Effects of the European Trading System . As has been noted, a trading 
bloc such as the Common Market or the European Free Trade Association 
is by its very nature an instrument of discrimination against outsiders. It 
establishes an exclusive and preferential system for the trade among its 
members, which is to be free, whereas imports from the rest of the world 
are dutiable either at common tariff rates as under the fullfledged customs 
union of the Common Market or at the rates which the individual members 
of EFTA see fit to impose. The full extent of discrimination will emerge 
only gradually as the internal tariffs are lowered by stages while an external 
tariff remains. Once the process is completed, there will be little doubt 
about its nature. Meanwhile the Common Market countries have removed 
some elements of exclusiveness from the arrangement by extending to other 
countries some concessions which they grant to each other. They also 
have reduced their external tariffs in the expectation that other countries 
will reciprocate. Nevertheless, the economic position of a country that is 
not a member of a preferential system is bound to w eaken. This applies 
equally to outsiders which are not a member of either bloc, and to the 
members of one bloc in relation to the other. For example, a member of the 
Common Market, say West Germany, will operate under a disadvantage 
in the Scandinavian markets, which arc in EFTA, wdiereas a member of the 
Outer Seven, say Britain, will face similar difficulties when selling to 
Germany, France, or other members of the Common Market. 15 Unfav¬ 
orable is also the position of the non-European producers of raw materials 
and foodstuffs, especially since the present as well as some former colonies 
of the Common Market countries—an additional 53 million people—are 
associated with the Common Market and will be able to send their goods 
free of duty into it. 

For political and military reasons, virtually all European countries 


12 Sec “Europe’s Outsiders,” Economist , February 13, 1960, pp. 598 ff. 

13 Sec EFTA: The Stockholm Convention and Freer World Trade (published by 
the Governments of the Member Countries, 1959); Christopher Hollis, “The Swedish 
Plan,” Spectator , June 12, 1959, pp. 838 f.; “Free Trade Club,” Econo?nist, November 
28, 1959, p. 837. 

14 Michael Heilpcrin, “Europe at Sixes and Sevens,” Fortune, October, 1959, pp. 
148 ff. 

15 If as a result of these difficulties British exports to West Germany are displaced 
by, say, Italian ones, this is known as “deflection” or diversion of trade. 
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maintain agricultural establishments that are highly protected against 
foreign competition (see Fig. 60). The Outer Seven exempted agricultural 

Europe’s Trade Blocs 



FIG. 59. From American Bankers Association, International Financial Developments, April, 1960, 

p. 20. 


products altogether from the projected free trade among themselves. The 
Common Market countries intend to promote and integrate their agricul¬ 
tural economics, one country specializing along one line and another along 
a different one, to the determent of Australia, Canada, and the United 
States. 

The division of free Europe into two rival trading blocs has become a 
threat to the political unity of the continent. Morcver, just as the Common 
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FIG. 60. Agricultural protectionism is still the practice in many parts of the world, especially in 

Europe, where farmers are enabled to overcome the regional disadvantages of, say, wheat pro¬ 

duction by high domestic prices and seclusion from the world market. Source: Food and Agriculture 
Organization of the United Nations. From General Agreement on Tariffs and Trade, Trends in 
International Trade , 1958, p. 85. 

Market operates to the economic disadvantage of Britain, so does the 
Outer Seven hamper West Germany’s trade drive. There is a good chance 
that sheer self-interest will put an end to the dual system. Also, France has 
recovered from the economic stagnation which has paralyzed her for so 
long. The goal of eventual political union has been relegated to the back¬ 
ground. While these factors would favor a consolidation of the two trading 
blocs, a number of obstacles will first have to be overcome. Before Britain 
could join the Common Market, she would have to find a way out of the 
EFTA, whose neutral members would not find it easy to follow her. 
Arrangements would have to be made—and they should not prove unduly 
difficult—to prevent the duty-free re-exportation into the Common 
Market of goods admitted into Britain under Commonwealth preference. 10 

16 If a way could be found to associate the Commonwealth with the Common 
Market—as was done in the case of the Common Market countries’ colonies—this 
would require rather severe shifts of the Common Market countries’ agricultural 
economies. 
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The gradual reduction and the hope for the complete elimination of the 
trade barriers within the Common Market has given an cnvigorating 
stimulus to the economies of the member countries. The removal of 
obstacles to their internal trade will open up opportunities for mass produc¬ 
tion and specialization similar to those existing in the United States. It is 
doubtful , however, whether the economic establishment of the Common 
Market w ill ever rival that of the United States, which is endowed with a 
superior raw materials base. 1 ' Nevertheless, the removal of tiade barrieis 
among the members is bound to increase their trade , offsetting ’ the loss of 
actual or potential trade with outsiders. As enterprise caters to a larger 
market, it can utilize the economies of scale and operate more efficiently. 
Indeed, the trade of the Common Market countries with the outside world 
has grown, but not nearly as rapidly as their trade among themselves. As 
this happened in the face of tariff cuts that w ere still negligible, it may have 
been the result of a psychological anticipation of free trade rather than of 
free trade itself. Many business concerns in the Common Market countries 
laid the ground for the expected expansion of future trade by joining with 
each other in mergers, licensing agreements, and in a multiplicity of other 
arrangements dividing sales areas and eliminating competitive struggles in 
various ways. An example is the agreement between Alfa Romeo and 
Renault, the two great automobile producers, under which Renault 
Dauphines will be built in Italy and Alfa Romeos assembled in France. In 
the present environment of rapid economic expansion and pronounced 
prosperity it may be hoped that these agreements will not be a cloak for 
restrictive practices under cartels, so characteristic of European industry 
before World War II. 

Another problem with which the Common Market problems will have 
to cope is their surplus of coal. This problem is aggravated by the avail¬ 
ability of coal at competitive prices from the United States, which sub¬ 
sidizes her merchant marine. The difficulties of the European coal economy 
will be compounded once low-cost petroleum from North Africa is 
pumped via a projected pipeline into the heart of the continent. 

The rapid pace of economic growth in western Europe, it is hoped, 
will so much strengthen the economy of the region and raise its purchasing 
power that this will benefit in the long run even the economics of outside 
countries that arc discriminated against. 

Meanwhile the European Common Market is emulated in other parts 
of the world where attempts are made at the formation of similar blocs. 
Argentina, Brazil, Chile, Mexico, Paraguay, Peru, and Uruguay have 
signed the Montevideo Treaty of 1960, which provides for a Latin Ameri¬ 
can Free Trade Association. The early ratification of the treaty is expected. 
The arrangement provides for the gradual removal, within twelve years, 
of restrictions on the trade among the members. Unlike the European 

17 See S. Dell, ‘Tconomic Integration and the American Example,” Economic 
Journal , .March, 1959, pp. 39-54. 
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Common Market, the Latin American Association is not a full-fledged 
customs union, and the members retain their own external tariffs. More¬ 
over, while the European Common Market countries did already some 25 
per cent of their total trade with each other before the formation >r the 
trading bloc, the Latin American economies are more competim ; than 
complementary, and intra-Latin American trade constitutes only 9 p -r 
of the total trade of the Latin American countries. Nevertheless fnc forma¬ 
tion of the Latin American Free Trade Association is expected to enlarge 
the market for each country’s manufacturing industry, allowing it a greater 
measure of specialization and large-scale production. The ultimate goal is 
a more complete economic integration of the members, with their respec¬ 
tive economies attaining a higher degree of complementarity. 

In Central America a number of steps have been taken toward the goal 
of regional integration. Production of the five Central American Republics 
—Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua—is mainly 
agricultural, with bananas, coffee, and cotton standing out among the 
products of the region, and interregional transportation is highly inade¬ 
quate. As a result, only about 4 per cent of their total exports arc intra- 
rcgional. Trade within the area is to be strengthened in consequence of two 
measures signed in 1958. Hie “Agreement on the Regime for Central 
American Integrated Industries” aims at the establishment of jointly 
planned and complementary “integrated industries,” whose products will 
be admitted free of duty by the members. The “Multilateral Treaty on 
Central American Free Trade and Economic Integration” calls for the 
gradual removal of trade barriers and eventually for a common external 
tariff. The two measures have been ratified by all signers except Costa 
Rica, and the trade treaty is already in force. To accelerate the establish¬ 
ment of a common market, El Salvador, Guatemala, and Honduras signed 
and ratified in 1960 a “Tripartite Treaty of Economic Association,” which 
immediately freed the trade in a number of commodities and provided for 
the gradual elimination, within five years, of restrictions on the trade in 
others. This treaty also established a joint Development and Assistance 
Fund to facilitate adjustment and the financing of development projects. 18 

In Africa, a twelve-nation conference of independent states, which 
convened in Addis Ababa in 1960, took a stand in favor of a preferential 
system of tariffs. In South East Asia the movement in favor of Seafet—a 
South East Asia Friendship and Economic Treaty with preferential ar¬ 
rangements—has grown in response to the European precedent. 19 While 
the West extends economic aid to underdeveloped countries, the need for 
such aid has become more urgent on account of discrimination against 
imports from underdeveloped countries not associated with the Common 

18 United Nations, The Latin American Common Market (New York, 1960); 
“The Emerging Common Markets in Latin America,” Federal Reserve Bank of New 
York, Monthly Review , Vol. XLII, No. 9 (September, 1960), pp. 154-60. 

1 »“A Cnmmnn Morl/pf in AcioS” tie* Tnnn 11 mxo n« i.m f 
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Market. Thus far the Common Market countries have contributed little 
aid in the form of grants to the underdeveloped world, their resources 
being absorbed by the domestic investment boom. The underdeveloped 
countries are so much disturbed by the rise of the European trading blocs 
that they would form a single one of their own if they were not kept apart 
from each other by the fact of widely separated geographic location. It is, 
however, by no means impossible that they eventually will launch such an 
organization in spite of this obstacle. 

As western Europe proceeds with economic integration, the dividing 
line that separates it from the satellites of Soviet Russia in eastern Europe 
becomes ever more sharply drawn and the task of dislodging them hardens, 
dimming the hope for their liberation. 20 

Although the basic principle of GATT is violated by the operations of 
preferential trading blocs, GATT also creates an opportunity to avert the 
worst excesses of discriminatory trading by facilitating the extension to 
third parties of the concessions which the members of the bloc grant to 
each other. The third parties in turn will have to make reciprocal conces¬ 
sions. If GATT is strengthened, it may turn into an instrument for making 
generally available what otherwise would be exclusive and preferential 
concessions, thus allowing the whole free world to benefit from freer trade. 

Effects on United States . The short-run economic consequences of the 
Common Market for countries such as Canada and the United States are 
unfavorable since the entry of their goods into the Common Market meets 
greater obstacles than are met by goods passing from one member country 
to another. This applies, first of all, to agricultural products, including 
wheat and tobacco, of which the United States produces a surplus. 

Moreover, there is apprehension that low wages and the economies 
resulting from an ever-widening market arc likely to turn the Common 
Market countries into formidable rivals of United States exporters to third 
markets. European prosperity and the rise of the Common Market have 
been responsible for a wholesale migration of American manufacturing 
concerns to the continent of Europe. 21 They were followed by a smaller 

20 The policy of the Soviet Union in the matter of the two blocs has not been a 
uniform one. Whereas it denounced in 1957 the formation of the Common Market, in 
1959 it requested the Outer Seven to observe most-favored-nation treatment in accord¬ 
ance with trade agreements, and to extend to the Soviet Union the benefits granted by 
the members to each other. 

21 Sec John H. Dunning, “United States Overseas Investment and European 

Economic Integration,” National Provincial Bank Review, May 1960, pp. 8-17; Arthur 
Bcttauer, “The Importance of the European Common Market to U.S. Business,” The 
Price-W aterhouse Review, December, 1958, pp. 1-6; articles in the Wall Street Journal , 
July 12, 1957, April 30, December 3, 9, 16, 29, 1959, January 4, I960; “Foreign Commerce 
Study: U.S. Trade and Common Market,” Hearings before the Senate Committee on 
Interstate and Foreign Commerce, 86th Cong., 2nd sess. (Washington, D.C.: U.S. 
Government Printing Office, 1960). This document contains reproductions of the 
complete surveys of the movement of U.S. firms made by the Economics Department 
of AlcGraw-I fill. * 



INTERNATIONAL TRADE 577 

number of British firms. This migration has bypassed Britain, but if Britain 
had been initially a member of the Common Market, American industry 
probably would have preferred to settle there, because of duty-free Com¬ 
monwealth imports and for other reasons. With the emergence of the 
EFTA, American firms may also feel attracted to these countries, having 
then to maintain a dual system of subsidiaries in Europe. 

By establishing subsidiaries on the continent of Europe, the United 
States companies hope to acquire a share in the expanding markets of 
Europe without having to expose their goods to discriminatory treatment 
at the borders of the Common Market countries. Costwise they also expect 
to be in a better competitive position when trading with nonbloc countries 
than they would if their goods were produced in the high-wage economy 
of the United States. Eventually, some of the goods produced by American 
companies in Europe will find their way to the United States, there to 
compete with domestic products. Plans along this line are in advanced 
stages in the field of cigarette lighters, portable typewriters, small tractors, 
automation office machinery, small outboard motors, etc. 

The movement of United States capital to Europe occurs at a time 
when the United States balance of international payments is under great 
strain, and it constitutes an additional element of disequilibration (see 
pp. 591 ff.). The question may also be raised whether the gain to the 
United States economy from the remission of the profits of the foreign 
subsidiaries of American firms is as large as would be the benefits to the 
United States economy which are foregone by constructing plants and 
producing goods abroad rather than at home. It may well be that increased 
domestic investment in new plants and increased production for home or 
foreign use adds more to the national income and employment than do the 
profits of foreign subsidiaries. 22 

Leading spokesmen of the United States automobile, steel, farm equip¬ 
ment and office machine industries have at times been among the most 
vigorous supporters of more liberal American commercial policies. How¬ 
ever, as their efforts had only a limited success at home and as the trading 
blocs have risen in Europe, American industry feels that it is compelled by 
circumstances which it has been unable to alter to establish productive 
enterprises abroad rather than at home if it wishes to sell in important 
foreign markets. 

The emergence of rival trading blocs in Europe has again created an 

22 For a British discussion of this problem, see a highly technical article by A. E. 
Jasay, “The Social Choice between Home and Overseas Investment,” Economic 
Journal , March, 1960, pp. 105-13. For less technical presentation, see Andrew Shonfield, 
British Economic Policy Since the War (Baltimore, Md.: Penguin Books, 1958), pp. 
107 ff.: John Strachey, The End of Empire (New York: Random House, 1960), pp. 
177 ff. See also Hearings before the Senate Committee on Interstate and Foreign Com¬ 
merce, April 26, 1960, on the United States balance of payments problem and foreign 
trade. 
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opportunity for the United States to bring the rivals together and lead them 
into a wider movement aiming at freer trade not only within regions but 
throughout the free world. The Soviet economic threat, which has been 
one of the factors responsible for the rise of trade blocs, will be much more 
effectively contained by such a broader movement (see pp. 544 f.). The 
protectionist interests within the United States are so strong, however, 
that it is doubtful whether such a development will take place. An ominous 
consequence of the rise of American subsidiaries in Europe is the vested 
interest which thereby is created in the perpetuation of preferential and 
exclusive systems which now protect these enterprises against competition 
from the United States as well as from other nonbloc countries. As new 
trade patterns become established under this protection, the resistance of 
American industry to a general liberalization of trade may spread into the 
sector traditionally opposed to protectionism, a development that may be 
checked at best by the desire of the foreign subsidiaries to sell in the United 
States market. 

Appendix: European Organizations. In addition to those discussed 
here, Europe abounds with regional and international organizations, often 
known by their initials, and it may be convenient to conclude this chapter 
with a survey of these organizations and their functions. 23 As political and 
military organizations have prepared the way for economic integration, 
they will be included here, as will be a few that are active in international 
finance rather than trade, or in both fields (sec Tables 34 and 35). 

In the political field, there is a Council of Europe, which is composed 
of the representatives of the parliaments and legislative assemblies of some 
sixteen countries. This organization was founded in 1949 and it meets every 
year in Strasbourg, offering the members an opportunity for an exchange 
of thoughts. Contacts established through the Council and the atmosphere 
created by it were helpful in the formation of the Common Market and of 
the European Coal and Steel Community. As these organizations provide 
for a large assembly, the assemblies of the Council no longer offer as signifi¬ 
cant a meeting place as they did in earlier years. 24 

In the defense field, there is NATO, the North Atlantic Treaty Or¬ 
ganization, composed of the United States, Canada, and thirteen European 
countries. This was founded in 1949 to implement the North Atlantic 
Treaty for common defense. 20 Another organization in the defense field is 
the Western European Union, which was formed in 1954 after the failure 
of the projected European Defense Community (EDC) which was to unify 

23 For a more complete survey see Political and Economic Planning, European 
Organisations, 1959 (London: Allen & Unwin, 1959); A. H. Robertson, European 
Institutions (London: Stevens & Son, 1959). 

24 “Europe Without England,” Spectator , May 1, 1959, p. 603. 

20 Ronald S. Ritchie, Nato: The Economics of an Alliance (Toronto: Ryerson 
Press for the Canadian Institute of International Affairs, 1956) ; M. Margaret Ball, Nato 
and the European Movement (London: Stevens, 1959). 
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the military establishments of Britain, France, Italy, West Germany, Bel¬ 
gium, Luxembourg, and the Netherlands. The Western European Union 
does not have any important functions but it may possibly be revived to 
provide a common meeting place for Britain and the Common Market 
countries. 26 


TABLE 34 

European Integration: List of Organizations 


Organization 


Year of 
Establishment 


Functions 


Bank for International Settlements 
Benelux. 


Council of Europe. 

Common Market (See European Economic 
Community). 

European Atomic Energy Community. 

(Euratom) 


1930 Clearing for OECD countries’ 

trade debts, etc. 

1944ff. Customs union of Belgium, the 
Netherlands, and Luxem¬ 
bourg. 

1949 Political. 


1958 Production and distribution of 
nuclear power for industrial 
uses. 


European Coal and Steel Community.1953 

European Economic Community.1958 

European Free Trade Association (EFTA).1959 

European Monetary Agreement.1958 

North Atlantic Treaty Organization (NATO).. 1949 

Organization for Economic Co-operation and 

Development (OECD).1960 


Outer Seven (See European Free Trade Asso¬ 
ciation). 

Schuman Plan (See European Coal and Steel 
Community). 

United Nations Economic Commission for 


Europe (ECE).1946 

Western European Union.1954 


Integration of coal and steel 
economies. 

Customs union. 

Removal of internal trade bar¬ 
riers. 

Clearing of trade debts. 

Common Defense. 

To co-ordinate economic 
growth, aid to underdevel¬ 
oped countries, and trade 
policies. 


Principally research. 
Military. 


In the economic field, the most comprehensive organization in terms 
of free world membership is the Organization for Economic Cooperation 
and Development (OECD) which was formed in 1960 to succeed the 
Organization for European Economic Cooperation (OEEC). 2? The latter 

26 “A Ghost Walks,” Economist , December 3, 1959, p. 950. 

27 “Requiem for OK EC,” Economist , April 23, 1960, p. 317. 
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TABLE 35 

Membership in European Organizations 


_ .. Western 

OECD r , ounCl1 NATO European EFTA 

of Europe Union 


Common 

Market* 


Benelux 


Belgium. 

. . X 

X 

X 

X 


X 

France. 

. . X 

X 

X 

X 


X 

Italy. 

. . X 

X 

X 

X 


X 

Luxembourg.... 

. . X 

X 

X 

X 


X 

Netherlands. . . . 

. . X 

X 

X 

X 


X 

W. Germany. . . 

. . X 

X 

X 

X 


X 

Britain. 

. . X 

X 

X 

X 

X 


Denmark. 

. . X 

X 

X 


X 


Greece. 

. . X 

X 

X 




Iceland. 

. X 

X 

X 




Norway. 

. . X 

X 

X 


X 


Portugal. 

. . X 


X 


X 


Turkey. 

. . X 

X 

X 




Austria. 

. . X 

X 



X 


Ireland. 

. . X 

X 





Sweden. 

. . X 

X 



X 


Switzerland 

. . X 




X 


Spain. 

. . X 






Canada. 

. . X 


X 




United States... 

. . X 


X 





* Also Euratom and European Coal and Steel Community. 

had been established in 1948 to administer aid under the Marshall Plan. 28 
OECD's members are the United States, Canada, eighteen European coun¬ 
tries, and a representative of the Common Market. Thirteen of the Euro¬ 
pean members arc affiliated with either one of the two trading blocs; in 
addition to these OECD links such countries as Spain, Greece, Turkey, 
Ireland, and Iceland, which are not members of the rival blocs. OECD has 
three functions: the co-ordination of economic policies for economic 
growth, of economic aid to underdeveloped countries, and of trade policies. 
1 he second and third functions are controversial. The underdeveloped 
countries are not represented in the organization that is to co-ordinate aid 
for them, and as regards trade, the nonmember countries outside of Europe 
may have to face the concerted action of the OECD countries when deal¬ 
ing w ith them in GATT negotiations. The inclusion of trade in the jurisdic¬ 
tion of OECD was not welcomed by the United States and France but the 

2N Sce At Work for Europe. An Account of the Activities of the Organization for 
European Co-operation, 3rd cd. (Paris, 1956) ; Eric Roll, “Ten Years of European Co¬ 
operation; 1 Lloyds Bank Review, April, 1958, pp. 27-40. 
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smaller countries, especially those in the Free Trade Associaton, argued in 
its favor. The United States representatives were aware of the fact that 
OECD would have to be ratified by a Joint Resolution of the Congress, 
which might look with disfavor upon an organization with functions in the 
field of international trade. France feared that the inclusion of trade might 
become an opening wedge for the resumption of a drive for a Free Trade 
Area. 

OEEC has sponsored a European Monetary Agreement and a European 
Fund. The European Monetary Agreement took over the functions of the 
European Payments Union in 1958, when the clearing of the trade debts 
of the member countries lost much of its importance owing to their cur¬ 
rencies’ becoming convertible. The European Fund has a capital of $600 
million—over one half of it still subject to call—for granting short-term 
credit to members that are in temporary balance of payments difficulties. 

Both the European Monetary Agreement and the European Fund are 
administered by the Bank for International Settlements—formerly for the 
OEEC and now for the OECD. This bank, which is located in Basle, 
Switzerland, is an early organization in the field of international finance 
which originally was established to facilitate World War I reparation 
payments. Besides its work for the OECD it still has some functions arising 
from these, as well as other work for the European Coal and Steel Com¬ 
munity. 29 

Except for GATT, of which Czechoslovakia and since 1959 also Poland 
is a member, none of the organizations mentioned so far contains members 
of the Soviet bloc. When the Marshall Plan for economic aid to Europe 
was announced in 1947, eastern Europe was not excluded, but the Soviet 
Union refused to participate in the program and neither she nor her satel¬ 
lites shared in the European recovery projects of OEEC and its predecessor 
organizations. A meeting place for the East and the West is provided, how¬ 
ever, by the United Nations Economic Commisson for Europe (ECE). 
This organization as such is not a policy-making body, and its principal 
accomplishments have been in the field of research. 30 

SUMMARY 

International economic transactions differ from domestic ones in that 
they are related to the movements of goods or persons over national 
boundaries. The need for such transactions arises from economic and 
political considerations. The economic theory of foreign trade does not 
take into account the political objectives which are of such great impor- 

29 See the bank’s Annual Reports, which are an important source of world-wide 
financial data. 

30 ECE publications include annual Economic Surveys. About the work of ECE 
during 1946 to 1954, see David Wightman, Economic Co-operation in Europe (London: 
Heineman, 1955). 
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ranee in the field of international relations. Nor does it adequately consider 
the political obstacles to internal adjustments required under free trade. 

The flow of international trade is impeded by various restrictions: 
tariffs, quantitative controls, and exchange regulations. Quantitative con¬ 
trols and exchange regulations often entail discrimination against certain 
countries, as do customs unions and free trade areas. The United States 
commercial policy is based on the principle of equal treatment of all coun¬ 
tries, multilateralism, and most-favored-nation treatment, but mainly for 
political reasons foreign customs unions and free trade areas have been 
found acceptable. Since 1934 the United States has promoted a reciprocal 
trade agreements program, culminating in a General Agreement on Tariffs 
and Trade in 1947. United States exports customarily exceed imports. 
Canada is our most important trading partner. Our leading imports are 
newsprint, coffee, and petroleum, while manufactured articles are our 
principal export item. 

A new phenomenon of great importance in the field of international 
trade is the rise of trading blocs in Europe and elsewhere. It has promoted 
the migration of American industry to western Europe and poses problems 
to the underdeveloped countries as well as to other suppliers of raw mate¬ 
rials and agricultural products. 
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STUDY QUESTIONS 

1. How can international economic relations be utilized for the realization of 
political objectives? 

2. What is meant by “imperialism”? 

3. What are some important exports of the United States? 

4. Who are our most important partners in international trading? 

5. Trace the evolution of a country from the position of immature debtor to 
mature creditor. 

6. Why are multilateral trade relations economically more advantageous than 
bilateral trade relations? 

7. What is meant by “quantitative restrictions on trade”? 

8. What is meant by “most-favored-nation treatment”? 

9. Why has the trade-agreements program lost much of its effectiveness? 

10. What are peril-point provisions? 

11. What is the significance of the General Agreement on Tariffs and Trade? 
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12. Which two measures in the field of international economics were first pro¬ 
moted by the United States but failed eventually of ratification? 

13. Trace the history of the European Common Market. 

14. What are some undesirable effects of customs unions and similar trading 
blocs? 

15. How are United States exports affected by the rise of trading blocs in 
Europe? 

16. What attempts have been made by underdeveloped countries to form cus¬ 
toms unions and other trading blocs? 

17. Why has Britain found it difficult to join the European Common /Vfarket? 

18. Why would the “neutral” countries find it difficult to join the European 
Common Market? 

19. What is meant by “diversion of trade” in conjunction with trading blocs? 

20. What are some international organizations in the field of economics, and 
what are their functions? 



Chapter 

22 


PROBLEMS OF 

INTERNATIONAL FINANCE 


FOREIGN EXCHANGE AND THE BALANCE OF PAYMENTS 

Foreign Exchange . Problems of foreign exchange arise from the fact 
that the various countries have different monetary units. Prices of for¬ 
eign commodities are quoted in terms of foreign currencies. These, in 
turn, command a certain price in terms of the domestic currency. The 
price for a unit of foreign money is called the “rate of exchange.” If 
increasing quantities of goods are imported from abroad, there will be 
increased demand for foreign exchange to pay for them; and its price 
will rise. This will tend to discourage the volume of imports, because 
as more dollars are required to buy a unit of the foreign currency in 
which the price of imported goods is expressed, imported goods will be 
more expensive in terms of domestic money. 

Under the gold standard, there were limits to this depreciation of 
the home currency and appreciation of the foreign money, since the 
units of both could be exchanged for a given quantity of gold. If the 
price of the foreign currency rose too high, gold would be bought and 
shipped abroad in payment of the purchase price for imported goods. 
This transaction would deplete the gold stock of the importing country 
and cause a contraction of money and credit, with attending decline of 
the domestic income flow and price level. 

Abroad the influx of gold would have the opposite effects. In this 
situation the lower price level at home would operate against imports 
and encourage exports, whereas abroad the enlarged income flow and 
higher price level would cause imports to rise and exports to fall. 
There was thus a presumably self-regulatory mechanism at work that 
would restrain excessive imports. 
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In the absence of the gold standard, similar effects may be pro¬ 
duced as the result of sales and purchases of foreign exchange by the 
banking system. In the exporting country, incomes rise in direct con¬ 
sequence and by the amount of additional exports; and a further rise in 
incomes is induced by the multiplier. Part of the higher income will be 
spent on additional imports, and another part will be used for bidding 
away goods that otherwise would be exported. 

While the flow of excessive imports or exports can be stemmed by 
appropriate changes in incomes or prices, all this would take place 
under stable rates of exchange. If rates of exchange arc allowed to vary, 
excessive imports can be discouraged and exports encouraged by raising 
the price of foreign exchange in terms of the domestic currency; while 
excessive exports can be restrained and imports encouraged by raising 
the price of the domestic currency in terms of foreign exchanges. The 
former operation is called “exchange depreciation”; the latter, “apprecia¬ 
tion.” Instability of foreign exchange rates is thus an alternative to insta¬ 
bility of price and income levels. 

During the Great Depression, exchange depreciation was attempted 
on a substantial scale by many countries. By reducing the value of their 
money in terms of foreign currencies, they hoped to stimulate exports. 
If they succeeded, they caused income deflation abroad. A policy of 
exchange depreciation may contribute to the re-establishment of an 
international equilibrium only if there has existed a disparity of the 
cost and price levels between countries. Otherwise, exchange deprecia¬ 
tions means “exportation of unemployment,” a measure against which 
the other countries will retaliate, perhaps through competitive exchange 
depreciation. Thus if a depression is world-wide, the attempt to export 
unemployment by means of exchange depreciation, undertaken more 
or less universally, is liable to prove self-defeating. 

Countries which find themselves with an export surplus, of such 
dimensions that further purchases by foreign customers are expected to 
lead to an undesirable inflationary increase of the domestic income flow 
and price level, may apply the opposite policy. They mav appreciate 
their exchange. As their currency will then be more expensive to for¬ 
eigners, and prices expressed in foreign currencies will involve reduced 
proceeds in domestic money to exporters, exports will be discouraged. 
Imports will be stimulated, because by the same token foreign goods 
will appear cheaper in domestic money. The whole policy may be called 
one of “exporting an inflation.” An example of this policy is provided 
by Canada, which, after having seen her export balance increase seven¬ 
teenfold from 1940 to 1945, raised the value of the Canadian dollar in 
terms of the United States dollar by about 10 per cent. 

Whether, under given circumstances, exchange depreciation is pref¬ 
erable to a reduction of the domestic cost and price level is a question 
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that has been widely debated. Deflation of the domestic cost and price 
level is a painful process, which under modern conditions is liable to 
lead to a further spread of unemployment. But exchange depreciation is 
often considered as an unfriendly act by other countries—competitors 
and suppliers—and it is likely to promote retaliation that in the end 
will defeat the purpose of the measure. The uncertainty created by 
apprehension of future depreciation will tend to contract trade. For 
these reasons attempts have been made on a world-wide scale to relieve 
countries of the need for aggressive exchange depreciation. These 
measures are discussed in conjunction with the organizations active in 
the field of international finance. 

The Balance of Payments . In the foregoing discussion, reference was 
made to “excessive” imports and exports. The meaning of this term 
will now be more fully explored. It can be best understood with the 
help of a scheme generally used in international economics, the balance 
of payments. The balance of payments is composed of credits or re¬ 
ceipts and debits or payments. Credits or receipts arise from transac¬ 
tions that create claims against foreigners, while debits or payments 
reflect transactions creating claims of foreigners against people at home. 

Important among the credits are merchandise exports; and among 
the debits, merchandise imports. The difference between these two 
items is often referred to as “balance of trade.” The balance of trade is 
active if merchandise exports exceed merchandise imports and passive 
if merchandise imports exceed merchandise exports. The balance of 
trade thus rarely shows a “balance” of the two items of which it is 
composed. In the balance of payments, however, credits are always 
equal to debits. Apart from the balance-of-trade items the balance of 
payments contains so-called “service items” or invisible exports and 
imports—receipts and expenditures created in conjunction with foreign 
investments, shipping, banking, insurance, tourists, etc.—imports and 
exports of gold, and short- and long-term capital movements. If com¬ 
modity imports exceed exports or, in other words, if the balance of trade 
is passive, the excess of imports—debits—is offset by exports of gold 
or of securities—IOU’s—transactions that are reflected in correspond¬ 
ing entries in the credit column either in the form of gold exports or 
inward movements of capital. It is for this reason that debits and 
credits are always equal. If debits—merchandise imports—increase, 
there may be a corresponding influx of long-term loans or an export of 
gold. But if neither takes place the short-term debt increases automati¬ 
cally, balancing the increase in debits. 

We are now in the position where we can determine when merchan¬ 
dise imports are “excessive.” They are so if they require equalizing 
exports of gold, reductions in short-term balances held abroad, or 
increases in short-term loans from foreigners. These short-term capital 
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movements or equalizing gold movements arc what is known as “deficit” in 
the balance of payments. As long as they occur, the balance of payments 
is said to be unfavorable or in disequilibrium. By this is meant that a condi¬ 
tion prevails which cannot persist indefinitely. It calls for adjustments; and 
these, as has been seen, can be produced by a reduction of domestic incomes 
and/or prices by exchange depreciation. 

The same effect, a disequilibrium of a country’s balance of payments, 
may also be produced as a result of unilateral contributions—aid to foreign 
countries—that are not offset by a merchandise surplus. To the extent to 
which they are not so offset, they are balanced by gold exports and in¬ 
creases in short-term debts to foreigners. As will be seen later, the dis¬ 
equilibrium of the United States balance of payments is of this character. 

The preparation of an estimate of a country’s balance of international 
payments is no easy matter. It brings together, from a great variety of 
diverse sources, information that touches on all aspects of a country’s inter¬ 
national economic relations—information which often is elusive and which 
tends to escape the statistical investigator. Compiling an estimate of a coun¬ 
try’s balance of international payments involves a great deal of statistical 
detective work. No wonder then that often there are large “errors and 
o missions” which may detract from the reliability of the estimate. 

The nature of disequilibrium in a country’s balance of payments can 
be illustrated with the help of a simple example, the balance of payments of, 
say, Denmark for the year 1950, which is shown in Table 36. The table 


TABLE 36 

The Balance of Payments of Denmark, 1950 
in Millions of Danish Kroner* 


Excess of 

Item Receipts Payments Receipts (4*) or 

Payments ( —) 


Current goods and services: 

Merchandise.4,746 6,022 

Invisibles, net. 


Unilateral transfers (Marshall Aid), net 

Net balance on current account.. . 

Repayment of foreign debt, net. 

Other capital items, net. 

Loss of gold and foreign exchange, net. 



1,276 

+ 

580 

— 

696 

+ 

460 

- 

236 

— 

167 

+ 

B 

+ 

395 

+ 

236 


Bank for International Settlements, Twenty-Second Annual Report, Basle, 1952, pp. liof. 
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indicates that the country had an excess of merchandise imports over ex¬ 
ports amounting to 1,276 million kroner. Its income from services—ship¬ 
ping, tourists, investments, etc.—exceeded expenditures for such services 
by 580 million kroner. The country also received “unilateral transfers,” 
that is, private remittances by people who have relatives in Denmark and 
similar gifts, but mainly aid from the United States Government then 
forthcoming according to the Marshall Plan, which amounted to a net of 
460 million kroner. This left a net debit balance of 236 million kroner on 
the country’s current account. This amount, plus 167 million kroner of 
debt repayment, had somehow to be financed. It was financed by an in¬ 
crease in the country’s indebtedness—exports of IOU’s, which add to the 
country’s receipts—to the extent of 8 million kroner, as well as, and this 
was more important, by the loss of gold and foreign exchange to the tune 
of 395 million kroner. In the light of our criterion, this balance of payments 
is in disequilibrium, because there is a limit to the continued loss of gold 
and foreign exchange, the limit being represented by the amount of these 
items in the till. 

It was only in 1952 that the Danish balance of payments was equi¬ 
librated, for the first time since World War II. During the forties the coun¬ 
try’s capacity to produce exports and its import requirements had reflected 
the dislocations caused by the war as well as an unfavorable development 
of the “terms of trade.” It was largely on account of an improvement of 
the terms of trade that the balance of payments came into equilibrium in 
1952. 

The Terms of Trade. The terms of trade, which are so important in 
their effects on a country’s international financial position, are the relation¬ 
ship between a country’s import prices and its export prices. Whether a 
country’s balance of trade is active or passive—that is, whether the value 
of exports exceeds that of imports or vice versa—is determined not only 
by the volume of exports and imports but also by the prices of exports and 
imports. The balance of trade of a given country may be passive in one 
year and become active in the next, without any changes in physical quanti¬ 
ties exported and imported, but merely on account of an increase in the 
prices of exports and/or a decline in the prices of imports. If this occurs 
the terms of trade are said to have improved. A movement in the opposite 
direction—that is, when export prices fall and/or import prices rise—is 
known as a deterioration of the terms of trade. 

Broadly speaking the terms of trade have changed against countries 
specializing in the production of primary products and foodstuffs and to 
the advantage of countries specializing in manufacturing. The opposite 
movement, which began in the early thirties during the Great Depression, 
came to a stop in 1951; and since then there has been an improvement in 
the terms of trade of the manufacturing countries. This is, of course, a 
matter that is of the utmost importance to the economies of the under- 
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developed countries, and we shall return to it in connection with the dis¬ 
cussion of their economic position in the next chapter. 

Paradoxical as it may seem, a country may at times deliberately pursue 
a policy that entails a deterioration of its terms of trade. This is the case 
when a country’s balance of payments is in disequilibrium, and the coun¬ 
try attempts to attain equilibrium by means of exchange depreciation or 
deflation of domestic prices. The idea then is to encourage exports by re¬ 
ducing export prices in terms of other countries’ currencies and to discour¬ 
age imports by increasing the prices of imported goods relative to domestic 
prices. This works only, of course, when the domestic demand for imports 
and the foreign demand for exports are sufficiently elastic—that is, have a 
combined elasticity of more than 1. If foreigners cannot be induced by 
price concessions to raise their purchases of domestic goods, and/or if the 
quantity of imports that is demanded is the same at any price, depreciation 
of exchange is not an effective policy for removing a disequilibrium in a 
country’s balance of payments. Usually, however, the elasticities will be 
sufficiently pronounced to make such a policy successful; if they are not, 
appreciation of exchange, rather than depreciation, would be the correct 
policy to pursue. This would raise the value of exports, because then for¬ 
eigners’ purchases would not decline significantly in the face of higher 
prices of exports in terms of the foreigners’ currencies; whereas imports, 
though they would cost less in terms of the importing country’s currency, 
would stay more or less the same in terms of volume and in terms of the 
required outlay of foreign exchange. 

The Present Balance-of-Payments Situation . The Danish experience 
was typical of that of many Kuropean countries in the postwar years. They 
coped with their balance-of-payments problems by rigid controls over 
foreign trade and exchange, bv exchange depreciation, by obtaining for¬ 
eign loans, and with the help of large-scale economic aid forthcoming from 
the United States. The United States had already granted lend-lease aid 
during the w ar, in the amount of $50 billion, of which $7 billion was re¬ 
turned in the form of reverse lend-lease. Incidentally, lack of settlement of 
the lend-lease account with the Soviet Union is one of the obstacles to 
increased trade with this country. The war brought about a destruction of 
capital estimated at w^ell over $100 billion. After the w ar, the United States 
initiated a program of aid that provided $50 billion from 1945 to 1954 in 
the form of grants and credits. This aid was mainly economic in the be¬ 
ginning, and the European countries w ere its principal recipients. Eater on 
greater emphasis was placed on military aid, and the postw ar program of 
support to America’s allies and former enemies was supplemented further 
by a program of assistance to the underdeveloped countries. 

During the 1950’s Europe’s recovery became complete, and the Euro¬ 
pean countries were able to accumulate increasing reserves of gold and 
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dollars. The dollar shortage of the postwar years had come to an end. The 
European countries were able to relax their restrictions on foreign trade 
and exchange, and restore the convertibility of their currencies into gold 
or dollars. 

The great change was the result of the European countries’ vigorous 
efforts at restoring their economic health. It was supported by large dis¬ 
bursements of dollars for United States military installations in Europe and 
elsewhere, and by the United States assuming a large part of the economic 
burden of the defense of the free world by equipping it with arms. Further¬ 
more, the European countries, which are large importers of raw materials 
and foodstuffs, benefited from the change in the terms of trade, which had 
become favorable to industrial countries and unfavorable to the under¬ 
developed countries. The European countries’ exports to underdeveloped 
countries were in part financed by United States aid to the latter, and the 
European countries thus derived indirect benefits from the American pro¬ 
gram of assistance to underdeveloped countries. They themselves granted 
such aid only haltingly. Lastly, the United States has been investing sub¬ 
stantial amounts in Europe. 

As a result of all these developments, the balance of payments position 
of the European countries has greatly improved. In the underdeveloped 
countries, some of which have suffered from chronic balance of payments 
difficulties, the situation has been aggravated by the turn the terms of trade 
have taken. 

The United States Balance of Payments . Table 37 shows the United 
States balance of payments for the year 1959. This year was a particularly 
unfavorable one from the balance-of-payments point of view. The pro¬ 
tracted steel strike acted as a depressant on exports and as a stimulus to 
imports. Sales of cotton were kept down during a major part of the year 
on account of an expected change in the export price policy of the United 
States. There was also a nonrecurring item of $1,375 million of an increase 
in the United States subscription to the International Monetary Fund, paid 
partly in gold and partly in noninterest-bearing government securities. 

Fable 37 reveals that the United States earned a surplus of close to $1 
billion from commodity trade. Among the invisible or service items there 
were large earnings from foreign investments, but military expenditures 
abroad were still larger and the service items as a whole incurred a deficit. 
The algebraic addition of the merchandise surplus and the service deficit 
yields a current-account deficit of $875 million. 

Added to this net outflow of funds was foreign aid with $1.6 billion— 
exclusive of military shipments under grants to foreign countries, not 
shown in the balance of payments and amounting in 1959 to another $2 
billion—and United States foreign investments with $4 billion. These 
sums, if reduced by the inflow of foreign capital into the United States, 
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add up to a net outflow of funds totaling close to $6 billion. As a corollary 
of this outflow, foreigners acquired over $1 billion of our gold, and their 
dollar deposits and holdings of short-term and U.S. government long-term 
securities—which can be liquidated on short notice—rose by more than $4 
billion. 


TABLE 37 


The Balance of Payments of t 

iif. United 

States in 

1959, 


in Millions of 

Dollars* 







Excess of 


Item 

Receipts 

Payments 

Receipts (+) or 





Payments (—) 

Merchandise, adjusted, excluding military. . . . 

16,225 

15,315 

+ 910 

Travel. 


902 

1,610 

- 708 

Investment income. . 


3,048 

830 

+ 2,218 

Military expenditure 


297 

3.090 

-2,793 

Other invisible items. 

, netf. 



- 502 


Balance on current account. — 875 

Net government grants{. — 1,623 


Net outflow of funds on current account plus government grants. —2,498 

Net U.S. capital outflow, short term and long term. —4,034 

Net foreign capital inflow, long term§. + 548 


Net outflow of funds. —5,984 


Balanced by: 

Gold sales to foreigners. 4“ 1-075 

Liabilities to foreigners, short-term and U.S. government bonds... . +4,126 

Errors and omissions. + 783 


+5,984 


+ Survey of Current Business, June, I960, p. 14. 

1 Including pensions and private remittances, 
t Excluding net military transfers under grants ($1,9H8 million). 
§ Excluding purchases of U.S. government long-term securities. 


Our balance of payments thus is in disequilibrium, and, as Table 38 
show s, the situation in 1959 revealed only in a more conspicuous form a 
trend characteristic of the entire period of the 1950’s. Throughout this 
period there has occurred a new outflow of funds from the United States 
to the rest of the world, mainly to Europe, reflected in gold sales in six 
of the ten years and in increases in short-term liabilities to foreigners in all 
ten of them. 

The balance of trade was active throughout the 1950’s, and so was the 
balance on current account, except in 1953 and 1959. In both these years 
the deficit on current account was paralleled by only a small merchandise 
surplus. 
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In 1957 there barely was an outflow of funds since the surplus on cur¬ 
rent account (and the merchandise surplus) was large enough to finance 
foreign aid and foreign investment in spite of the heavy reduction of the 
inflow of foreign capital during this year. 


TABLE 38 

United States Balances of Payments, 1950-59, in Mn lions of D< , : \vV 


Balance on 


Year 

(1) 

Balancr of 
Trade* 
Surplus f 

(2) 

Current 
Account,! 
Surplus ( + ) 
or Deficit ( — ) 

O) 

Net Outflow 
of Funds 

(4) 

Gold Sales (+) 
or 

Purchases (— ) 

(5) 

Increase in 
Short-Term 
Liabilities 
to Foreigners § 

(6) 

1950. 

_ 1,009 

+ 1,280 

3,572 

+ 1,743 

1,859 

1951. 

. . . . 2,921 

+3,204 

813 

- 53 

396 

1952. 

... . 2,481 

+1,800 

1,597 

- 379 

1,471 

1953. 

... . 1,291 

- 180 

2,398 

+ U61 

941 

1954. 

.... 2,445 

+ 1,246 

1,683 

+ 298 

1,218 

1955. 

. . .. 2,753 

+ 1,481 

1,595 

+ 41 

1,108 

1956. 

_4,575 

+3,211 

1.611 

- 306 

1,274 

1957. 

.... 6,099 

+5.108 

280 

- 798 

330 

1958. 

. . . . 3,312 

+ 1,550 

3,857 

+2,275 

1,202 

1959. 

. . . . 910 

- 875 

5,984 

+ 1,075 

4,126 


* Survey of Current Business June, 1%0, p. 14; U.S. Department of Commerce, Balance of Payments: Statistical 
Supplement (Washington, D.C.: U.S. Government Printing Office, 1958), p. 13- 

t Excluding military transfers under grants. 

X Including pensions and private remittances. 

§ Including purchases of U.S. government long-term securities. 


As has been noted, the year 1959 was an unusual one because of its small 
merchandise surplus, its deficit on current account, and because the out¬ 
flow of United States funds included a nonrecurring item of $1,375 mil¬ 
lion for an increased subscription to the International Monetary Fund. The 
outflow of funds thus was larger than in any year of the 1950’s, and so was 
the increase in short-term liabilities to foreigners. Ordinarily, foreigners 
have the choice of receiving the flow of United States funds either in the 
form of gold or in that of short-term obligations such as bank deposits or 
securities. They may prefer to hold their dollar receipts in the latter form 
in order to earn an interest return on them. 

During the immediate postwar period, when the world’s monetary re¬ 
serves of gold and dollars were depleted, the outflow of United States 
funds served the purpose of strengthening the international economy by 
repleting foreign reserves. As these now have reached an adequate level in 
many European countries, the possibility of a continued depletion of the 
United States stock of monetary gold and of a continued rise of foreign 
dollar holdings in the form of short-term balances poses new problems that 
will be dealt with as our discussion proceeds. 
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FOREIGN INVESTMENT 

Our investments abroad have become so large that the income from 
them is about equal to the net additions to our foreign investments in an 
ordinary year. This docs of course not mean that we do not have to “pay” 
for the additional foreign investments. If they were not made, or were 
reduced, the outflow of United States funds, others being equal, would 
diminish accordingly, and so would gold sales to foreigners and the growth 
of their short-term dollar balances. However, it is an open question whether 
others will stay equal because if wc grant loans to foreigners the resulting 
increase in their purchasing power is likely to make itself felt in the form 
of increased purchases of our goods, directly or as a result of the diffusion 
of purchasing power throughout the world. Thus, the various items in the 
balance of payments are interrelated in a manner that should prevent the 
drawing of hasty conclusions. Cutting down on foreign investments—a 
payments item in the capital account—might entail a reduction of com¬ 
modity exports or frustrate the expansion of these receipts in the current 
account. 

Since World War I our investments and assets abroad have usually 
exceeded the investments and assets of foreigners in the United States, that 
is, our net position has been that of a creditor. This came about as the result 
of loans to our allies, which put an end to our position of “mature debtor” 
(see p. 556). During World War II the net creditor position was tempo¬ 
rarily waped out, but since the end of the war our foreign investments and 
assets have expanded greatly. Already in 1948 the previous high of $12 
billion net, which had been attained in 1931, was surpassed. Ten years later 
the net w as approximately $25 billion. The United States has become the 
world’s largest creditor, a position once held by Britain. The latter country 
had become a net debtor as a result of the economic strain of World War II, 
but since then it has regained its position as a leading creditor and its net 
foreign investments have risen to $8.4 billion in 1959. 

Foreign investments are made by private individuals or concerns and 
by government agencies. Of the $65 billions of foreign investments of the 
United States outstanding in 1959, $44 billion were private investments, 
whereas $20 billion were in the form of government credits. Private invest¬ 
ments are either of the direct, or of the portfolio variety. Portfolio invest¬ 
ments represent purely financial interests without managerial control, such 
as are exemplified by the purchase of a foreign bond. Direct investments 
involve managerial control and go beyond mere bond investing. The bulk 
of our private investments, some $30 billion, is of the direct type. 

Over 40 per cent of our foreign investments are in Canada and Latin 
America. In western Europe, our investments in the United Kingdom are 
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still the largest, but those in continental countries increase at a considerably 
faster rate. This reflects the rise of subsidiaries of United States manufac¬ 
turing companies in Europe, a development commented on above, p. 577. 
Of our investments in underdeveloped countries, those in petroleum and 
other mineral resources loom large. 

There are certain political and economic risks attached to fore^n in¬ 
vestments, especially in the underdeveloped countries. Foreign companies 
mav be expropriated, as were the oil companies in Mexico some \ears ago 
and more recently a w hole range of foreign companies, mainly United 
States ones, in Cuba. Or there may be default of bond issues, as has hap¬ 
pened on a large scale during the 1930’s. Foreign companies may be sub¬ 
ject to discriminatory treatment in matters of taxation, enforcement of 
social legislation, and the like, and they may be refused permission to with¬ 
draw their capital or remit profits to the United States. As the United States 
government, for political reasons, wishes to encourage investments in un¬ 
derdeveloped countries, it may make these more attractive by providing 
guarantees, insurance programs, credit facilities, and tax concessions. Such 
means of encouragement are not required for the stimulation of United 
States investments in Europe. There is no overriding political interest in 
these, and they have been made in large amounts w ithout special induce¬ 
ments. If it is desired to reduce the burden which they place on the United 
States balance of payments, it may be possible by means of tax concessions 
to encourage the remission of profits to the United States instead of having 
them reinvested in Europe. 

Public agencies sometimes are in a better position to assume the risks 
of foreign investments that are made for economic as well as political rea¬ 
sons. Among the public lending agencies of the United States active in the 
foreign field, the Export-Import Bank stands out. Established in 1934 and 
now holding over $3 billions of loans, the Bank’s original function was the 
encouragement of United States exports. This was in more recent years 
supplemented by development loans for long terms. The Bank operates 
under a statutory rule requiring it to aid and support, rather than compete 
w ith, private business. Development loans of the Bank have been largely 
used to finance substantial projects in transportation and electrical energy 
production which do not compete with private investors but whose con¬ 
struction tends to make private investments along other lines more attrac¬ 
tive. In 1960 the original function of the Bank has again come to the fore 
and it is being used as a source of special credit facilities designed to en¬ 
courage exports. 

The Bank obtains its funds from the United States Treasury, utilizing 
the relatively low-cost government credit. It could place its own securities 
in the capital market, but this would require slightly higher interest cost. 
Since its establishment it has disbursed some $7 billion of loans. It has earned 
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its way, with profits going into the hundreds of millions of dollars, while 
losses have been less than $3 million, that is, less than one twentieth of 1 per 
cent of disbursements. 

Loans granted by the Export-Import Bank are “tied” in the sense that 
they have to be spent for purchases in the United States. 7 his practice, 
which arose during the depression, is not altogether reconcilable with the 
principle of multilateralism, which is so firmly grounded in the United 
States commercial policy. While the practice of tying loans was relaxed 
during the postw ar scarcity of goods, it has been revived lately partly as a 
result of the pressure to which the United States balance of payments is 
exposed. 

Nine tenths of our foreign investments are of the long-term variety. 
As of 1959, our short-term foreign investments w ere only $6 billion, and 
of this amount, $2.4 billion w ere government credits many of w hich are 
not easily collectible or payable only in foreign monies. Of the assets and 
investments of foreigners in the United States, on the other hand, no less 
than $24 billion w ere short-term obligations or United States government 
securities which can be liquidated quickly. The United States thus is a long¬ 
term lender and short-term borrower, a situation that is not without poten¬ 
tial dangers. Our long-term investments reflect our position as the world’s 
leading economic power but they would be of little help in the case of a 
w holesale withdraw al of short-term funds—bank deposits, government se¬ 
curities, and the like—by foreigners w ho have acquired these claims in con¬ 
sequence of the deficit in our balance of payments. As will be seen, how¬ 
ever, such a wholesale withdrawal is a contingency that is unlikely to arise, 
especially not under conditions of continued prosperity. Thirty years ago, 
during the Great Depression, perturbed creditors withdrew short-term 
funds from one country after another, eventually also from England, then 
the financial center of the world but a long-term lender and short-term 
borrow’d' and suffering from balance-of-payments deficits. England could 
not withstand the “external drain,” and in 1931 suspended gold sales and 
allow ed the pound to depreciate by 30 per cent within three months, after 
w hich the world trading system was disturbed for many years. 

THE INTERNATIONAL MONETARY FUND 

The situation now differs from that of the 1930’s because since then an 
international financial institution, the International Monetary Fund, has 
been created that is designed to assist countries which find themselves in 
temporary balance-of-payments difficulties. As w ill be seen, however, the 
Fund, as presently constituted, is unable to cope with financial disasters of 
a dimension characteristic of the great depression of the 1930’s, and other 
devices must be sought to prevent the possibility of a reoccurrence of an 
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external drain which may have devastating effects on the world economy 
and on domestic employment and prosperity. 

When the end of World War II was in sight, it was ^elt among the 
statesmen of the Allies that there should be created machinery that would 
aid in the orderly adjustment of short-term balance-of-payment dimeu’ ics, 
relieve the impact of wartime devastation, and help to eliminate ^ruc* ,ral 
weaknesses resulting from retarded economic development. With «hcsc 
aims in mind, the representatives of forty-four nations met in Brctton 
Woods, New Hampshire, in 1944. The agreements concluded there created 
two international financial institutions, the International Bank for Recon¬ 
struction and Development, known as World Bank, and the International 
Monetary Fund, or IMF. Both organizations are affiliates of the United 
Nations. Since their founding, their membership has increased and now 
approaches seventy countries. Yugoslavia is the only communist member. 

As the World Bank has come to be exclusively concerned with the 
support of economic development, the examination of its structure and 
operations will be reserved for the next chapter. The Fund has the purposes 
of promoting exchange stability, maintaining orderly exchange arrange¬ 
ments among members, and preventing competitive exchange deprecia¬ 
tion. The instruments for the fulfillment of the Fund’s purposes are short¬ 
term loans, procedures for the adjustment of exchange rates, and con¬ 
sultation. 

The Fund’s operations are financed with the help of quotas contributed 
by the members. The total of these was raised from $9 billion to approxi¬ 
mately $14 billion to allow for a greater scope of the Fund’s activities in 
the face of the expansion of world trade. Twenty-five per cent of each 
country’s quota is subscribed in gold; but if this requirement exceeds 10 
per cent of a country’s gold reserves, no more than the latter amount needs 
to be contributed in gold. The rest of the quotas is subscribed in the na¬ 
tional currencies of the members. It is supplied in the form of accounts 
with the central banks or of noninterest-bearing government securities. 

If a country’s balance of payments is such that it requires a specific for¬ 
eign currency or currencies, it can borrow them from the Fund—out of 
the other countries’ quotas—but it must at the same time put up additional 
national currency equivalent to the amount of foreign exchange it wishes 
to borrow. Each country may within one year borrow as much as the 
equivalent of 25 per cent of its quota, and it may repeat this altogether five 
times. This 25 per cent, or “gold tranche,” is the equivalent of the country’s 
contribution in gold and dollars. Flexibility is secured by allowing the 
Fund to waive some of the restrictions on borrowing, and the Fund will 
also make “stand-by” arrangements opening up a line of credit that can be 
utilized as the need arises. The Fund will provide temporary assistance in 
financing balance-of-payments deficits on current account for the purpose 
of monetary stabilization. It will not finance sustained capital outflows. 
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The par value of the currency of each member of the hund must be 
expressed in terms of gold or dollars. A member may, by means of autono¬ 
mous action, change the par value of its currency only with narrow limits 
amounting to 10 per cent of the initial par value; otherwise the concur¬ 
rence of the Fund is required. Unauthorized changes may make the mem¬ 
ber ineligible to use the resources of the Fund. 

During the postwar period the Fund had to acquiesce in substantial 
depreciations of the currencies of many of its members. While it fixed par 
values of the members' currencies, many of these were unable to discard 
exchange control until the late 1950’s, and some have not done so yet. After 
the war, the Fund, created to resolve temporary disequilibriums, found 
itself faced by a transitional period of disequilibrium that seemed to go on 
forever. Had the Fund allowed a continuous drain on its meager resources, 
these would have been dissipated very quickly without being large enough 
to render an adequate contribution to the restoration of equilibrium. Thus, 
postwar financial aid was not rendered by the Fund but by the United 
States, and in much more substantial amounts than those at the disposition 
of the Fund. 

It has only been since the second half of the 1950’s that the Fund 
has assumed an important role in international finance. Since the end of 
1956, the Fund has made available to member countries financial assistance 
amounting to the equivalent of over $2 billion. Requests for drawings 
within the first 25 per cent, the gold tranche, are approved almost auto¬ 
matically. Requests for the second 25 per cent, the so-called “first credit 
tranche,” are subject to some scrutiny, which becomes more pronounced 
in the case of drawings beyond the first 50 per cent of a country’s quota. 
The Fund will honor such requests only if it is satisfied with the borrower's 
intention and capacity to restore equilibrium in its balance of payments. 
For example, it may require the borrower to pursue a policy of tight 
money, avert price inflation, relinquish quantitative restrictions on trade, 
and maintain the value of its currency. Instances in which the Fund has been 
called for assistance include sudden emergencies such as the Suez crisis of 
1956 and 1957, or situations in which heavy expenditures on consumption 
and investment place a strain on the balance of payments of a country, or 
situations in which there arc temporary difficulties, created, for example, 
by seasonal factors. 

In addition, the Fund provides technical assistance designed to help a 
country to bring order into its finances, as well as general stabilization pro¬ 
grams under w hich the Fund often mobilizes the resources of other insti¬ 
tutions such as the Kuropean Fund, the Export-Import Bank, the United 
States Treasury, and commercial banks which will supplement the Fund’s 
advances as part of a comprehensive plan. In connection with these types 
of assistance, the Fund will again press for the adoption of standards of 
financial behavior by the client country considered proper by the Fund. 
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As these usually involve monetary stringency, countries that fear a de¬ 
celeration of their economic growth as a result of the observation of such 
behavior have at times been unwilling to abide by the Fund’s judgment as 
to what constitutes financial propriety, and resistance has been show n to 
its attempts at interfering w ith a country’s national, policies. 

INTERNATIONAL LIQUIDITY AND THE DOLLAR PROBLEM 

The Dollar as International Reserve . The dollar shortage which arose 
as the result of postwar balance of payments difficulties was a world-wide 
phenomenon. The dollar surplus, which has occurred since then, is a much 
more limited phenomenon since the hulk of the surplus dollars are held in 
a relatively small number of European countries to which they have come 
in consequence of their surpluses in their balances of payments. There is 
no dollar surplus in Latin America and in most other parts of the under¬ 
developed w r orld. The designation of the dollar receipts of the European 
countries as “surpluses” is not meant to infer that they are not needed. 
They are called surpluses merely because they form the counterpart of 
another country’s deficits. 

In a sense the accumulation of dollar surpluses by foreign countries is a 
manifestation of the strength of the dollar. They accumulate it because the 
dollar has come to be an international means of payment as acceptable as 
gold. If there is a universally acceptable currency of stable value in terms 
of gold, such as the dollar, movements of dollars from one country to an¬ 
other may supplement or replace the movements of gold. If only gold w ere 
used as a means to settle the international accounts, it is possible that the 
expansion of trade would be hampered by inadequate international liquid¬ 
ity. 1 During the 1950’s, world trade increased at a much faster rate than 
did the supply of monetary gold. If the dollar would cease to be useful as 
an international reserve, and if no adequate replacement were available, 
this w'ould have devastating consequences for the international economy 
and its repercussions w ould be felt throughout the national economies of 
the world. 

The Sterling Area. The United States is not the only international re¬ 
serve center. Britain is another such international reserve center for the 
Sterling Area, which roughly coincides with the British Commonwealth 
but excludes Canada. Dating from the time when the members of the Com- 
monwealth were colonies, the Sterling Area has emerged as the result of 
an organic development, under which Britain, the erstwhile banker of 

1 “International liquidity” refers to the ability of a country to meet its obligations 
as they fall due. It is determined by the country’s “international reserves,” short-term 
balances, and capacity to borrow. Both concepts have their counterparts in the domestic 
economy: the ability of persons or corporations to meet their obligations is known as 
“liquidity,” and there are “reserves” of business firms and also of commercial banks, the 
word not meaning the same in the last two instances. 
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the world, supplied her colonies as well as other parts of the world with 
capital, and under which these cleared their accounts in London. Under 
present arrangements, which were established during World War II, the 
gold and dollar reserves of the Sterling Area are pooled and Britain acts as 
paymaster for the external financial transactions of the region. Sterling still 
constitutes over 10 per cent of the world’s monetary reserves. It is the cur¬ 
rency in which about 40 per cent of the world’s trade is transacted. 

The Problem of International Liquidity . As of 1960, the world’s mone¬ 
tary reserves, exclusive of those of the Communist countries, were approxi¬ 
mately these: 

$ Billion 


Gold.41 

Dollars. 9 

Sterling. 7 


These are the reserves held by the central banks and central govern¬ 
ments of foreign countries, including the monetary gold stock of the 
United States. 

Foreign central banks use their dollars as an international reserve side 
by side with gold because this use strengthens their international liquidity 
position. 'They want to add to their liquidity by acquiring more dollars. 
They want to do this especially if their own currencies are completely, or 
nearly so, convertible into gold or dollars. Since 1958 the major European 
currencies arc again convertible. This has liberated travel and trade from 
the cumbersome processes of exchange control but creates problems of its 
own, against which the central banks must be constantly on guard. The 
entire international reserve of Britain, for example, is no more than the 
equivalent of a few months’ imports. If there were a flight out of the pound, 
or a large-scale speculation against it, Britain might have to suspend gold 
sales or devaluate the pound. Such a contingency is unlikely to arise, how¬ 
ever, because long before it would happen, there is a good chance that the 
United States would come to the aid of Britain. Awareness of this is an 
important factor in preventing capital flight and speculation. 

The Dollar Problem. The United States, in consequence of persistent 
balance of payments deficits, has been losing gold and her gold stock has 
declined from the peak of $24.5 billion in 1949 to $19 billion in 1960. To 
view this development in the proper perspective, it is necessary to consider 
that this amount still constitutes close to 50 per cent of the world’s mone¬ 
tary gold (see Fig. 61), and that a better distribution of the world’s gold 
reserves w r as a desirable consequence of United States postwar aid to coun¬ 
tries suffering from a shortage of dollars. Before 1935 the United States 
gold stock w as less than $10 billion, and before 1940 it was less than $20 
billion. 

1 he United States has attained the position of the largest international 
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creditor. She continues to make additional investments, financing these 
largely from the income on the outstanding investments. As yet, however, 
the United States has not turned into a mature creditor (sec p. 556), and 
she continues to earn export surpluses of an average $2.8 billion a year 
during the 1950’s (Table 38, Column 2, p. 593). Had there been no outflow 
of funds for military expenditures and foreign aid, it would thus have 
been impossible to equilibrate the balances of payments of the European 
countries, to equip them with international reserves, and to auain a meas¬ 
ure of redistribution of the gold stock. 


Distribution of the World’s Monetary Gold Stock* 
(I n Pe rcentages ) 


Per cent 



1938 1949 1950 1951 1952 1953 1954 1955 1956 1957 1958 1959 


* Including international institutions but excluding the U.S.S.R. and, from 1957 onwards, other 
eastern European countries. 


FIG. 61. While the United States gold stock has declined, it still approaches 50 per cent of the 
world's monetary gold. Source: Bank for International Settlements. From American Bankers As¬ 
sociation, International Financial Developments, April, I960, p. 17. 


It is an open question, however, how far these trends can continue with¬ 
out creating a liquidity problem for the United States. The decline of the 
United States stock of monetary gold during the 1950’s was accompanied 
by a rapid increase in short-term dollar holdings of foreigners. These now 
exceed the United States monetary gold stock by a margin that still is small 
but might grow in the future. In addition to approximately $2 billions of 
foreign holdings of United States government securities with a maturity 
of more than one year but salable on short notice, they amounted to $20 
billion in 1960. Of this sum, $3.4 billion was held by international institu¬ 
tions such as the International Monetary Fund and the World Bank, $9.2 
billion by foreign central banks and governments, and $7.5 billion by other 
foreign residents and companies. 
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There is thus a “mortgage” on our gold stock in the sense that foreigners 
may exchange their bank deposits and United States securities for gold. In 
the unlikely case that they would claim all of it at the same time, there 
would not be enough of it. This contingency is precluded because the bulk 
of the short-term holdings is under the control of international financial in¬ 
stitutions and central banks which would be loath to unsettle the interna¬ 
tional financial situation irresponsibly. Of the short-term holdings of private 
individuals and foreign companies, not all is “speculative”; instead, a con¬ 
siderable portion serves as working balance to take care of the ordinary 
needs of trade. 

In the case that the foreign owners of short-term holdings would claim 
50 per cent of the latter, this could be satisfied, but it w'ould affect our ability 
to maintain a gold reserve of 25 per cent against Federal Reserve notes and 
Federal Reserve bank deposit liabilities, as required by domestic legislation. 
This percentage was reduced from one of 35 against deposits and 40 against 
Federal Reserve notes in 1945. It can of course be reduced again, or it can 
be suspended temporarily by the Federal Reserve Board, but probably not 
without creating adverse psychological effects. As the law r stands, the do¬ 
mestic reserve requirements run into approximately $11 billion worth of 
gold. 

These difficulties might become aggravated if there were continued 
large deficits in our balance of payments, reducing our gold stock further 
or adding to foreign dollar holdings. Moreover, a substantial portion of the 
dollar holdings is sensitive to changes in interest rates, that is, the holders 
are apt to convert their balances into gold and invest them in other coun¬ 
tries if the interest return offered in these seems more attractive. In other 
words, if the United States, for reasons arising from the condition of her 
domestic economy, w ere to pursue a policy of low interest rates, this might 
be responsible for further losses of gold. To avert this contingency, the 
United States might feel compelled to abstain from pursuing a policy of 
low interest rates, to the detriment of her domestic economy. As of 1960, 
the contingency was probably considered more potential than real by 
United States policy makers, because interest rates were lowered during 
that year. 

As will be recalled, movements of gold into the United States create 
reserves for the members banks of the Federal Reserve System, while out- 
w'ard movements of gold destroy such reserves. The bank reserves in turn 
serve as a basis for a multiple expansion of credit granted by the banking 
system, the multiplier being approximately of the value of 6. Gold sales to 
foreigners thus tend to have a restrictive influence on credit as with every 
$1 billion of such sales the foundation for about $6 billion of credit is ex¬ 
tinguished. This need not be a matter for great concern, however, because 
the Federal Reserve has on hand devices w hich, if used judiciously, can 
offset the loss of reserves by creating an equal amount of new ones through 
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open-market operations. In past times, when the reserves of the commercial 
banks were swollen on account of gold imports, these were “sterilized” 
through the sale of corresponding amounts of government securities. In a 
similar fashion it is possible also to sterilize gold exports by the reverse 
policy of buying government securities in the open market. 

Looking at the dollar problem from the point of view of the receivers of 
the dollar surpluses, a different aspect emerges. Farning these intv national 
reserves has enabled the countries of Europe to restore the external liquidity 
of their monetary systems. The replenished reserves, in turn, have re¬ 
freshed their economies, facilitated the expansion of trade, and brought 
about, together with other factors, the conditions of economic strength 
and prosperity which now pervade them and have turned them into a 
strong bulwark against the spread of communism from the east. 

The dollar problem thus poses a dilemma that can be resolved only by 
economic statesmanship of the highest order. If the United States continues 
to incur large deficits in her balance of payments, the difficulties which 
already exist may become greater. There will be resistance to a situation 
under which domestic policies must be conditioned to the unfavorable 
reactions of foreign bankers to lower interest rates and easier money in the 
United States. On the other hand, if the trend were reversed, causing the 
world to lose dollars and gold, this would result in illiquidity abroad, a 
contraction of trade, and in policies of deflation that would bring a de¬ 
celeration of economic growth, unemployment, and a possible depression 
that might spread to our own shores. 

The dollar problem thus is joined with the broader one of international 
reserves or international liquidity. How can it be resolved? 

Solutions of the Dollar Problem . The problem of dollar surpluses is 
political in origin because it is for reasons of foreign policy that the United 
States maintains military installations abroad, extends military aid to her 
allies and economic aid to underdeveloped countries. This, of course, does 
not preclude the operation of other motives in addition to the political one, 
especially in the case of aid to underdeveloped countries. But these pro¬ 
grams, which require huge dollar outlays, are an integral part of our for¬ 
eign policy, and the political costs of discarding them are so overwhelming 
as to be prohibitive. It is possible that in the future some of the military 
programs will be modified in response to changes in the art of war, such as 
the shift from aircraft to missiles, and that this will reduce our military 
disbursements abroad. Also, it is possible that our allies will be required to 
assume a greater burden of defense than they do now. Such and similar 
conjectures might reduce the dollar outflow' in the future, but for the pres¬ 
ent time it constitutes a political fact basic to the discussion of the economic 
issues involved. As for economic aid to underdeveloped countries, this 
surely should be made available more liberally by the countries of the con¬ 
tinent of Europe, but the need for it is so urgent that a policy of retrench- 
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merit on our part is resisted by many competent students of the matter, 
even if the European countries assume greater responsibilities. 

A second proposed solution aims at the production of a larger surplus 
from our merchandise trade with which to finance a greater share of the 
political outlays. Indeed, efforts at widening the excess of our merchandise 
exports over our merchandise imports deserve support. They are not likely 
to provide a cure for the dollar problem but they help in restraining the 
size of the future outflow of dollars. The great danger of such efforts is 
that the ensuing “trade drive” w ill be concerned more with restrictions on 
imports, which are facile and enjoy wide political support, rather than with 
an expansion of exports, which ordinarily cannot be achieved by political 
fiat but results only from the unconcerted action of many buyers and 
sellers. Restrictions on imports would impoverish ourselves and the rest of 
the world, and their effects on the trade balance would soon be frustrated 
by retaliation on the part of foreign countries, accompanied by undesirable 
political repercussions. 

A moderately successful trade drive would not add to our gold nor 
reduce the existing dollar holdings of foreigners. Although there may be 
difficulties for United States exports of farm products to the Common 
Market, there are favorable factors in the picture which have already 
brought about a substantial increase of our merchandise balance in 1960. 
Hoorn conditions have produced a labor shortage in a number of European 
countries, and wages in these countries are likely to rise. This has stimulated 
purchases in the United States. Moreover, there is a trend toward the grad¬ 
ual elimination of quantitative restrictions on imports from the United 
States, allowing a freer play of the market forces which favor such imports. 

A third proposed solution is the devaluation of the dollar, that is, an 
increase in the price of gold over and above that of $35 per ounce which 
has prevailed since 1934. Such a measure, so its proponents argue, would 
discourage imports and encourage exports. It would be in line with devalua¬ 
tions which have occurred in other important countries, trading partners of 
the United States, and with the rise, since 1934, of the prices of other com¬ 
modities. It would also be in line with the march of history, which since 
times immemorial has brought about an appreciation of gold and a deprecia¬ 
tion of money. 

However, a depreciation of the dollar would only be called for if it 
could conclusively be shown that the American level of prices and costs 
has risen disproportionately to that of other countries. Even then, there 
would be many arguments against it. Such a measure—an increase in the 
price of gold—would benefit first of all the Soviet Union, the country with 
reportedly the second-largest gold stock in the world, as well as South 
Africa, the world’s largest producer of gold. In all likelihood it would be 
follow ed by devaluations of other important currencies, and to the extent 
to which these take place the effects on the balance of payments w ould be 
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frustrated. Moreover, if a devaluation of the dollar were anticipated, for¬ 
eigners would liquidate their dollar holdings and turn them into gold and 
there would be widespread speculation against the dollar. There would be 
a flight of domestic capital out of the dollar and ipto safe haven, abroad, 
making for a further outflow of funds; while the search for safe 1 avens at 
home would drive up the prices of commodities and shares of -aoc , bring¬ 
ing about violent inflation. This rise in domestic prices wot! I a^a.n negate 
the effects of depreciation on the balance of trade. The growing hysteria 
w hich would accompany all this, and the imposition of strict exchange 
control by the government—to avert the flight of capital—-might expose 
our democratic processes to great strain and turn us into a police state. 

The foregoing discussion of currency depreciation does not imply that 
the present structure of foreign exchange rates is sacrosanct and must not 
be disturbed under any circumstances. On the contrary, certain foreign 
currencies seem to be undervalued relative to the dollar and other cur¬ 
rencies, and this situation, which has prevailed for a number of years, calls 
for early correction. The principal example is that of the West German 
mark, whose value relative to other currencies has been held disproportion¬ 
ately low. In conjunction with low domestic prices and wages, this has 
made possible the earning of huge export surpluses by West Germany 
and the accumulation of a gold stock second only to that of the United 
States (Soviet Russia always excepted) and of short-term dollar balances 
second only to those of Canada. The correction of these disproportions is 
an indispensable condition for the working of our system of international 
reserve currencies. 

AN INTERNATIONAL CENTRAL BANK 

What then is to be done to resolve the dual problem of the dollar and 
of international liquidity? There are those who refuse to admit the urgency 
of the problem. They will argue that the situation of a country whose gold 
reserves fall short of its short-term foreign liabilities is similar to that of a 
bank, w hose inability to meet all of her demand deposit liabilities at the 
same time is said to be taken for granted. In fact, however, there is an 
enormous difference between the two situations. The bank, in the case of 
need, has recourse to the resources of the central banking system. Its 
creditors are aware of this as w'ell as of the insurance w r hich the government 
provides for their deposits. In the case of a nation, there is no international 
central bank to which recourse can be had and neither are its creditors 
insured. The only international financial institution which comes close to 
an international central bank is the International Monetary Fund. The re¬ 
sources of this organization are, how ever, meager ones, and thev are avail¬ 
able only for limited types of assistance. Moreover, such assistance usually 
is given under terms that make for deflation and may not be acceptable to 
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a country that wants to make the most of its opportunities for economic 
growth. 

In this situation the proposal has been made to solve the problem of 
international liquidity and of the dollar by converting the International 
Monetary Fund into a genuine international central bank. This proposal is 
connected with the name of Professor Robert Triffin of Yale University, 
a high authority in the field of international finance and the architect of 
the European Payments Union, w hich did much to restore trade and the 
financial health of the European countries in the postwar period. Professor 
Triffin’s proposal is an elaboration, with modifications, of ideas which the 
late Lord Keynes developed at the end of World War II, when the struc¬ 
ture of the future Bretton Woods organizations was under debate. At that 
time, how ; ever, there w 7 as no persistent pressure on the United States bal¬ 
ance of payments, and the Keynes Plan was rejected by the United States 
in favor of the narrow er and less expansionist structure of the International 
Monetary Fund as it eventually emerged. Now that the tables are turned 
the initiative for the establishment of an international central bank has come 
from an American economist. 

New ideas in the field of international finance are likely to have hard 
going. They are too technical and complicated to stir the public into 
action. As for bankers and treasury officials, the heavy responsibilities of 
their office make them conservative^ disposed and averse to remedies they 
consider untried. This is true of the international field as well as of the 
national one. Throughout the nineteenth century, a national central bank¬ 
ing institution was extremely unpopular in the United States. It took the 
panic of 1893 and that of 1907 to arouse Congress to action, and when the 
Federal Reserve System w as instituted in 1914, many commercial bankers 
w ere opposed to it and denounced it bitterly. Fifteen years later it was 
said that “few of the dangers and probably none of the injustices foreseen 
by its opponents at the outset have been incurred.” 2 Only very slow ly as a 
rule, but more quickly under unusual circumstances, docs support arise for 
profound reorganizations in the field of finance. But in view' of the political 
situation of the world and also to avert the harm wdiich a financial crisis 
would bring to countless individuals, it would be extremely dangerous to 
w ait with needed financial reforms until a disaster has happened. 

The proposed international central bank would fulfill no more than 
what now’ is taken for granted as an indispensable function of our national 
central bank. Just as the latter creates reserves for the domestic commercial 
banks, so would the international central bank create reserves for the na¬ 
tional central banks. This would relieve the national currencies, especially 
the dollar, from the function of serving as international reserve, resolve the 
dilemma created thereby, and remove the threat of a liquidity crisis. 

2 H. Parker Willis, “Federal Reserve System,” Encyclopaedia of the Social Sciences 
(New York: Macmillan Co. 1931), Vol. VI, p. 165. 
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Under Professor Triffin’s plan, the member countries would deposit 
with the International Monetary Fund a stated percentage of their inter¬ 
national reserves, say 20 per cent, and these deposits they would maintain 
in the indicated proportion. Foreign currencies—the dollar—would no 
longer be used as means of international payments, which instead would 
be made by transfer of gold or of Fund deposits. To guard thei liquidity 
position, foreign countries would no longer have to accumulate dollars, 
since they would have access to the resources of the Fund. L >ans from the 
Fund would be made available in the form of deposits. The Fund would 
engage in open-market operations and earn interest on its loans and invest¬ 
ments. Member countries in turn would earn interest on their deposits. 

The principal objections to the plan are two. If a country can obtain 
loans and deposits from the Fund, this adds greatly to its purchasing power, 
making for increased demand for imports and inflation. To avert this dan¬ 
ger, it has been proposed that certain restrictions be placed on the pace at 
which the Fund’s lending would expand every year. The rate of expansion 
might be held in line with the rate at which world production or world 
trade increases. The second objection to the plan arises from national dis¬ 
trust against an international organization that would assume important 
functions in the field of finance and thus curtail a nation’s sovereignty. It 
is doubtful, however, whether this objection is well taken in the case of a 
country whose currency is used as an international reserve. As has been 
seen, such a country may not be free in the pursuit of its domestic economic 
policies and it is exposed to the threat of a run on its gold. Whatever the 
details of the Fund’s reorganization may be, there is little doubt that the 
United States would wield great power and influence in this institution 
and that her position would be much superior to the present one, where 
she faces forces which she does not control. 


SUMMARY 

Problems of foreign exchange arise from the fact that the various coun¬ 
tries have different monetary units. A country obtains foreign exchange by 
selling something to foreigners: goods, services, gold, or securities (IOU’s). 
All transactions that cause receipts from abroad or payments to foreigners 
are reflected in a country’s balance of payments. 

Since the 1870’s the United States usually exports more merchandise 
than she imports, having at that time attained the status of a “mature 
debtor.” During the interwar and postwar period the United States has 
attained the position of the leading international creditor. But her foreign 
assets and investments are of the long-term variety, while she owes sub¬ 
stantial amounts of short-term liabilities to foreigners. These have, been 
incurred as a consequence of postwar deficits in our balance of payments. 
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The deficits in turn reflect our foreign investments, our military programs 
abroad, and our programs of economic and military aid to foreign coun¬ 
tries. As the outflow of these funds exceeds our surplus from commodity 
trade, foreigners have acquired dollars and we have lost some of our gold. 

The dollar has become an international reserve currency which foreign 
countries desire to accumulate for reasons of international liquidity. If we 
put an end to their acquisition of dollars, we might hamper the economic 
growth of the European countries. If we do not, foreign short-term hold¬ 
ings of dollars, now in excess of our stock of monetary gold, will continue 
to increase and our gold stock will continue to decline. There are a number 
of proposals that might open a way out of this dilemma, but they all have 
serious shortcomings. It might be best if the dollar would no longer be 
used as an international reserve by foreign countries, and instead there 
would be established an international central bank. Such a bank could 
create deposits the transfer of which would be used for the settlement of 
international obligations. The International Monetary Fund, which helps 
in the adjustment of short-run balance of payments disequilibriums, might 
be converted into an international central bank. 
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STUDY QUESTIONS 

1. Wherefrom does the demand for foreign exchange arise? 

2. How can a country “export” its unemployment problem or its inflation? 

3. What is meant by a country’s “international balance of payments”? 

4. When is a country’s balance of payments in disequilibrium? 

5. What are the balancing items in a country’s balance of payments? 

6. How has been the movement of the terms of trade in recent years? 

7. Why does the United States balance of payments show an outflow of funds? 

8. What is the international investment position of the United States? 

9. What is the international investment position of Britain? 

10. Why M ould the government stimulate private investments abroad? 

11. What are the principal functions of the International Monetary Fund? 

12. What is meant by “international liquidity”? 

13. What is meant by “international reserves”? 

14. What is the nature of the dollar problem? 

15. Can the dollar problem be solved by stimulation of United States exports? 

16. Does the government have as much power over exports as it has over 
imports? 

17. What are the objections to an increase in the price of gold? 

18. How adequate is our stock of monetary gold? 

19. What is the sterling area? 

20. Why has it been proposed to transform the International Monetary Fund 
into an international central bank? 
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THE CURRENT INTEREST IN ECONOMIC DEVELOPMENT 

Point Four . About two thirds of the world’s population live in regions 
that arc economically underdeveloped (see Fig. 62). The annual per capita 
income of the people in these regions is less than one tenth of that of the 
people in the more highly developed areas. Although calculations in terms 
of national income may overstate the difference between the underdevel¬ 
oped and the advanced countries (sec p. 97), there is no doubt about the 
fact of dire poverty in many parts of the world and about the low standards 
of consumption, of health, and of education which prevail in many coun¬ 
tries. 

Ever since the end of World War II the acceleration of the economic 
development of the backward regions of the world has become a major 
concern of the United States. In his inaugural address of January 20, 1949, 
President Truman formulated the celebrated “Point Four” of his program 
by recommending to the Congress the enactment of legislation to authorize 
an expanded program of technical assistance to underdeveloped areas and 
an experimental program for encouraging the outflow of private invest¬ 
ment beneficial to this economic development. The President’s words were 
as follows: 

We must embark on a bold new program for making the benefits of our 
scientific advances and industrial progress available for the improvement and 
growth of underdeveloped areas. . . . We shall make available to peaceloving 
peoples the benefits of our store of technical knowledge in order to help them 
realize their aspirations for a better life. And, in co-operation with other nations 
we should foster capital investment in areas needing development. Our aims 
should be to help the free peoples of the world, through their own efforts to 
produce more food, more clothing, more materials for housing, and more power 
to lighten their burdens. ^ 
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Distorted Map of World on Scale of Population 



FIG. 62. The bulk of the world's population lives in the underdeveloped regions of Asia, Africa, 
and Latin America. Source: W. S. and E. S. Woytinsky, World Population and Production (New 
York; Twentieth Century Fund, 1953). By permission. 


President Eisenhower, in an address of April 16, 1953, expressed in 
similarly inspiring words the hope for a relaxation of world tension. Dis¬ 
armament, he pointed out, would free resources for use in “a new kind of 
war,” a “declared total war, not upon any human enemy but upon the 
brute forces of poverty and need.” He made clear that— 

... this government is ready to ask its people to join with all nations in devoting 
a substantial percentage of the savings achieved by disarmament to a fund for 
world aid and reconstruction. The purposes of this great work would be to help 
other peoples to develop the undeveloped areas of the world, to stimulate profit¬ 
able and fair world trade, to assist all peoples to know the blessings of productive 
freedom. 

The monuments to this new kind of war would be these: roads and schools, 
hospitals and homes, food and health. 

We arc ready, in short, to dedicate our strength to serving the needs, rather 
than the fears, of the world. 

The United States program of assistance to underdeveloped countries, 
which was launched as a result of President Truman’s proposal, represents 
a new departure in international economic relations. First, assistance under 
the program is made available not only in the form of loans but also in 
that of grants, which do not burden the recipient with debt. Second, under 
the program virtually all countries are eligible to receive assistance. In the 
past assistance was provided by the colonial powers to their respective 
colonies. Third, the program includes, and emphasizes, investment not only 
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in capital in the conventional sense but also in human capital, contributing 
to improvements in health and education. 

There has rarely been a period in the past in which the situation and 
the problems of backward countries have been as lively and as widely dis¬ 
cussed as they are today. Many programs of economic development are 
being formulated, and the whole matter has persistently occupied the policy 
makers during the last few years. The rise of the current interest in eco¬ 
nomic development is due to a number of factors, which include the politi¬ 
cal awakening in the underdeveloped regions of the world, the specific 
situation in which England has found herself after World War II, and the 
specific conditions confronting the United States when assuming world 
leadership. 

The End of Colonialism. The political awakening of the underdevel¬ 
oped regions of the world may be summarily referred to as the end of 
colonialism, although the terms do not exactly match. A colony, strictly 
speaking, should perhaps be defined in juridical terms as a territory which 
lacks full sovereignty and which is legally “dependent” upon a so-called 
“metropolitan power.” Now, what is going on in the world today is much 
more than the emancipation of colonies from legal bonds, although the 
rise of India, Pakistan, and of many new nations in Africa and other parts 
of the world provides impressive examples of such an emancipation. But at 
many places the popular aspirations go far beyond the attainment of self- 
government in a formal and procedural sense. Political independence merely 
forms a part of what has been called the “revolution of rising expectations.” 
People aim at higher living standards and the elimination of the most abject 
manifestations of poverty, at an accelerated pace of industrialization, at 
greater independence from foreign business concerns, and at the modifica¬ 
tion of an economic structure geared to exports specialized along narrow 
lines and supplied by exhaustible resources. Such goals, whether they are 
compatible with each other or not, have one thing in common: their fulfill¬ 
ment requires profound changes in the economic structure of a country. 
The promotion of these changes has become the rallying cry of the under¬ 
developed world. 

The Legacy of Europe. While the backward countries’ pleas for eco¬ 
nomic development have become more insistent, the font from which such 
development was fed during long periods of the past is no longer adequate. 
Economic progress as it occurred in the backward countries during the 
nineteenth and early twentieth centuries was generated by the investments 
of private capitalists and banking houses, who were willing to place a sub¬ 
stantial proportion of domestic savings in faraway localities. Europe at 
that period of history was the world’s banker; and among the European 
countries, Britain stood out as the principal source of private risk capital 
available to foreign borrowers. Equally important, Britain also provided 
managerial talent and technical know-how to supplement the services of 
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her capital. This development reached its peak in the years preceding 
World War I, when in an average year an estimated 8 per cent of the 
British national income was invested abroad. This is a figure of awe-inspir¬ 
ing magnitude; if the same percentage were applied to the cm ^ent: national 
income of the United States, the result would be an amount • oming close 
to $35 billion, many times the value of our foreign inveacmcr s per year. 
To the extent of her ability, Britain continues to channel funds into under¬ 
developed regions. But the diminution of her economic strength as a result 
of World War II—together with some Commonwealth countries she was 
the only country on the allied side to stay in the war from the beginning to 
the end—has affected her capacity to export capital now demanded in so 
much larger amounts than before. On such funds as can be made available 
by Britain, the underdeveloped parts of the Commonwealth have first claim. 

The attitude of other European countries varies. All of them have at 
present an investment boom of their own which competes with the use 
of their resources for other purposes. West Germany lost her colonics more 
than forty years ago and her connections with the underdeveloped world 
are narrowly commercial ones. As regards other countries, their relations 
with present and former colonies are on the whole not nearly as cordial as 
they are in the case of Britain. The liquidation of their empires has as a 
rule been accompanied by greater violence and generated more bitterness 
and resentment than was true of the liquidation of the British Empire. 
Nevertheless, France continues to channel funds to Africa, but her disap¬ 
pointments in the Far East have caused her to lose all interest in that part 
of the world. A similar attitude to the Far East prevails also in the Nether¬ 
lands, which indeed no longer has diplomatic relations with Indonesia. As 
for Belgium, her disappointments in Africa are likely to generate little 
enthusiasm for the promotion of economic development there. 

The United States as World Leader . The United States thus has as¬ 
sumed world leadership in the drive for the acceleration of the economic 
development of backward countries. It has done so in the postwar years 
when the European countries were unable to render much assistance in this 
matter. While Britain is aware of her responsibilities, many continental 
countries, now fully recuperated and indeed enjoying record prosperity, 
have become habituated to a pattern that was established under entirely 
different circumstances and under which the main burden of aid to the 
underdeveloped world had to be borne by the United States. Now that 
circumstances have changed the United States rightly insists that the old 
pattern be adjusted and that the continental countries contribute a sub¬ 
stantially greater share to the free world’s program of foreign aid by 
grants rather than commercial exports. Lingering resentment against them 
by former colonials and the suspicion of imperialism may make it inop¬ 
portune for them to establish an elaborate national machinery for making 
aid available to the underdeveloped countries. Whenever appropriate, their 
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assistance should be channeled through the co-operative programs of the 
United Nations and the newly established International Development As¬ 
sociation. 

The United States is participating in these programs and in addition 
pursues a far-reaching aid program of her own. She is in a better position 
to do this than are the continental countries because not only are her 
relations with the underdeveloped countries not burdened by an imperial 
past but she herself was “underdeveloped” not so long ago and she was 
under colonial rule until less than 200 years ago. Her emancipation from 
this rule, and the ideas of the founding fathers have for long been a matter 
of profound inspiration to the underdeveloped world. 

As the United States finds herself charged with new duties and re¬ 
sponsibilities in the matter of foreign aid, there arc economic, political, and 
moral considerations which make the fulfillment of these duties imperative. 

From a narrowly economic point of view, economic growth of the 
underdeveloped countries will benefit the United States because these 
countries already provide substantial markets. As they prosper, their ca¬ 
pacity to import increases. Moreover, as has been noted, the United States 
is dependent upon many parts of the underdeveloped world for supplies 
of raw materials. For the moment the supply situation poses no problems, 
and a huge stockpile has been accumulated in the United States. In the 
longer run, however, the assurance of a sustained flow of raw material 
imports is bound to be a matter of concern for our foreign economic policy. 

'Fuming to political considerations, there is first and foremost the dan¬ 
ger that communism might continue to spread among the backward regions 
of the world. Contrary to Marx’s expectations, it was not in the most ad¬ 
vanced countries of the Western World that communism has attained 
power. In these the growth of productivity, rising standards of living, social 
legislation, the expansion of social services, and the rise of collective bar¬ 
gaining have narrowed class divisions and prevented an explosive stratifica¬ 
tion of society. In the backward countries of the world, on the other hand, 
the prevailing degree of ignorance and poverty and the absence of condi¬ 
tions favorable to the growth of democratic institutions have created a 
situation that is readily exploited by the communist conspirators. As has 
been seen, the Soviets compete with the free world by means of a foreign 
aid program of their own (see pp. 545 ff.). To defeat the communist ideol¬ 
ogy in these parts of the world, the advanced countries must offer the 
backw ard countries a goal that inspires their imagination and satisfies their 
ambitions and, at the same time, must reduce ignorance and poverty, on 
which communist agitation waxes. The case of India is an especially im¬ 
portant one. It is the strongest exponent of government by consent and 
of free institutions in the underdeveloped world. If this great country sets 
an example of economic progress under democratic rule, many other coun¬ 
tries w ill w ant to emulate it. If it does not, the consequences for the free 
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world would be devastating. Elsewhere in the world, in Africa, where the 
colonial rule often was harsh and where the memory of it is fresh, a large 
number of new countries are emerging, some with unstable governments 
and most of them highly nationalistic. They must be protected against 
Soviet penetration and their friendship won. Coming closer to home, most 
of the Latin American countries, which are our friend* an< neighbors, 
want to improve their economic position and can do so onlv w irh our help. 

The citizens of the United States, as individuals and as members of 
various organizations, have traditionally shown awareness of the needs of 
peoples laboring under unfavorable economic circumstances. Their gener¬ 
osity is second to no one else’s. This generosity has manifested itself in an 
especially conspicuous form after the two World Wars, and it is demon¬ 
strated also by the continuous flow of funds devoted to foreign missions 
and related purposes. The increasing inequality of income and wealth 
throughout the world compares unfavorably with the leveling tendency of 
consumption patterns noted at home (see p. 241), so much so that it offends 
the American sense of moral responsibility and frustrates the desire to see 
social justice practiced at home as well as internationally. These considera¬ 
tions explain why the promotion of economic development has become a 
serious concern to the people in the advanced countries of the world. 

ECONOMIC STRUCTURE OF UNDERDEVELOPED COUNTRIES 

Specialization . In virtually all underdeveloped countries the bulk of 
the population is employed in agriculture and mining. Emphasis on agricul¬ 
tural production is in itself no sign of backwardness. Witness, for example, 
the highly developed economics of Australia and Argentina, which are out¬ 
standing agricultural producers. In these countries, however, agricultural 
productivity is high, so much so that the proportion of employees in agri¬ 
culture is a small one relative to the agricultural output. This is so because 
in Argentina and Australia we find the application of modern agricultural 
techniques and highly efficient methods of production. In most backward 
countries, agricultural operations usually are carried on in the same manner 
in which they were practiced a long time ago. The amount of farm equip¬ 
ment is at a minimum, and little or no effort is made to retain the regenera¬ 
tive powers of the soil by means of soil conservation and application of 
fertilizer. 

Economic activities in many underdeveloped countries are specialized 
along relatively narrow lines. In many of these countries, one or a few 
agricultural products represent a large proportion of the total agricultural 
output; and a similar situation prevails with respect to mineral production. 
Take, for example, a few countries of Latin America. The economv of 
Venezuela is completely dominated by the production of petroleum. The 
same is true of Bolivia w ith respect to tin. Cuba’s agricultural production 
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consists principally of sugar. Coffee stands out in the economies of Brazil, 
El Salvador, Haiti, Costa Rica, Guatemala, and Colombia. The economy of 
Chile depends upon the production of copper and nitrate; that of Hon¬ 
duras, on bananas. 

Role of Exports . The Venezuelans can consume only a small portion of 
all their petroleum, and the Brazilians cannot drink all their coffee them¬ 
selves. Specialization, to the extent to which it is practiced in many under¬ 
developed countries, thus means dependence upon export markets. It is 
indeed true that the underdeveloped countries export a large proportion 
of their domestic production; and just as production proceeds along nar¬ 
rowly specialized lines, so do exports. The products which arc exported 
by a single country often absorb a large proportion of that country’s pro¬ 
ductive powers, but in terms of total world output of the respective com¬ 
modities the amounts contributed may be small ones. It is, thus, generally 
true that the underdeveloped countries sell in markets which they cannot 
control in any effective fashion. Bolivia cannot control the market for tin, 
and neither can Haiti control the market for coffee. But with exports being 
so large relative to the national output, the situation in the markets for 
export products is bound to have a profound impact on the respective na¬ 
tional economies. If there is a brisk demand for coffee, prosperity will be 
the rule in Brazil and in the many Central American countries which depend 
upon coffee exports. These countries will then be in the position to maintain 
their imports of many articles which they do not produce at home. Im¬ 
ports tend to be highly diversified, usually covering a wide range of con¬ 
sumer goods and all but a few producer goods. 

The Terms of Trade. With imports and exports looming so large in the 
economics of the underdeveloped countries, it is obvious that the terms of 
trade, that is the exchange relationship between exports and imports, are of 
the utmost importance to them. Broadly speaking the terms of trade have 
turned against the producers of raw materials and foodstuffs since the early 
1950’s. This is a matter of the greatest importance because the deterioration 
of their terms of trade increases the underdeveloped countries’ need for 
foreign aid. 

The prices of staple foods, as everybody knows, are depressed because 
there is an ovcrsupply of these. Agricultural productivity in the advanced 
countries is increasing by leaps and bounds, and their agricultural establish¬ 
ments are protected by a rigid regime of import quotas. The United States 
has fostered a program of disposing of some agricultural surpluses in under¬ 
developed countries, designed to raise living standards and free resources 
that can be put to other uses. 

As regards the prices of other raw materials, they are depressed because 
the demand for these is adversely affected by the competition of synthetic 
substitutes or processed materials. Cases in point are the rise of synthetic 
fibers and rubber, and of plastics, which have made inroads into the mar- 
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kets for natural fibers and rubber, textiles, paper, softwood, and metals. On 
a lesser scale, there is substitution of aluminum for copper and steel. Factors 
that have aggravated the difficulties of the raw-material producers in recent 
years include the completion of stockpiles in the United Stages and else¬ 
where, the greater efficiency of production which limits requirements for 
such materials, the de-emphasis on conventional armaments, an 3 the rise of 
the Soviet Union as a supplier of raw materials. 

The lesser reliance of industrial countries on primary products is illus¬ 
trated by these figures: Between 1950-52 and 1955-57, manufacturing out¬ 
put in the principal industrial countries of the West rose by 28 per cent. 
The use of processed materials—aluminum, rayon, new synthetic fibers, 
synthetic rubber, and plastics—rose by 67 per cent, while that of forest 
products, nonferrous metals, and agricultural materials—cotton, wool, jute, 
natural rubber—increased only by 21, 16, and 10 per cent, respectively. In 
the most highly developed economy of the United States, the consumption 
of the agricultural materials and of softwood showed an actual decline. 1 

From 1953 to 1959, the prices of goods exported by industrial countries 
have increased by 4 per cent, while the prices of the exports of primary 
producers have fallen by 7 per cent. In view of the deterioration of the 
latter’s terms of trade, there is renewed interest in international commodity 
control schemes which would stabilize prices by restricting output. Ob¬ 
viously such schemes rarely operate to the economic advantage of the con¬ 
sumer, but they might be unavoidable lest the effects of economic aid be 
frustrated further by the trend of the terms of trade. The United Nations 
Social and Economic Council has established a Commission on International 
Commodity Trade, which is actively concerned with these matters and has 
considered a number of proposals for relief. One of these is a pooled fund 
to support primary producers during periods of excessively adverse price 
fluctuations. Another is the stimulation of demand for primary products as 
well as the diversification of production in the raw-materials producing 
countries. 

Payments Position. The deterioration of the terms of trade has in turn 
affected the balance of payments position of many underdeveloped coun¬ 
tries. Many of these are “mature debtors” (see p. 556); that is, their econ¬ 
omy is geared to the production of export balances to service the foreign 
capital invested in the country and to pay for other invisible imports, espe¬ 
cially shipping services. Many of them have for long suffered from balance 
of payments disequilibriums, and they try to operate with the help of strict 
controls over foreign trade and exchange. They often maintain a system of 
multiple exchange rates under which the authorities sell foreign exchange 
at rates that vary with the transaction, with high prices when the foreign 
currency is needed to pay for imports of “luxuries” and lower ones for the 

1 “The Demand for Industrial Materials, 1950-57,” Great Britain, National Institute 
Economic Review , No. 5 (September, 1959). 
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importation of necessities. Frequently the currencies of the underdeveloped 
countries have no stable external value, and there are recurrent devaluations. 

Inflation . The continued production of export balances has, in itself, 
an inflationary effect. Incomes are earned which only in part are offset 
by goods available for domestic purchase. This is one reason why many 
underdeveloped economies are plagued by chronic inflation. Other factors 
which account for the inflationary bias of these economics are the more or 
less regularly occurring budgetary deficits and the inflexible structure of 
production, which has little capacity for expansion to meet an increase in 
demand. Resources in the underdeveloped countries rarely are unemployed, 
such as they are in advanced countries during periods of depression; and 
with the prevailing emphasis on agricultural and raw material production 
rather than on industry, the possibilities for the quick utilization of unused 
capacities are definitely limited. 

Domestic Savings. As the incomes in the underdeveloped countries 
arc low, the bulk of them is devoted to consumption, leaving only a small 
amount of domestic savings. The distribution of income tends to be more 
unequal than is true in many advanced countries. This factor probably 
raises the savings rate over what it would be if incomes were more widely 
diffused. Now, it goes without saying that incomes in the now advanced 
countries were also low 100 or 150 years ago, when they themselves were 
little developed. These countries nevertheless were able to save and accu¬ 
mulate out of their low incomes a stock of capital that became the basis of 
their industrial strength. Why are the now underdeveloped countries ap¬ 
parently unable to do the same? There are many reasons for this, some 
arising from the different collective experience of the various countries, 
others from differences in the scale of values and dispositions. In the Eng¬ 
lish-speaking countries, for example, no opprobrium attaches to manual 
labor; whereas people in the Spanish-speaking countries tend to look down 
upon it. In the great civilizations of the East, little value has been placed, at 
least up until now, upon material progress; and many discomforts of life 
arc accepted in a fatalistic manner. 

There is, however, still another reason why the underdeveloped coun¬ 
tries find it difficult to emulate now what the presently advanced countries 
have done in the past. The sacrifices which the industrial revolution im¬ 
posed upon the people by limiting their consumption and by extracting 
from them a maximum of effort were not felt as badly in a world where, 
after all, there were no other countries in which consumption standards 
were higher or the duties of the laboring man easier. At the present time, 
all this has changed. The people in the advanced countries enjoy living 
standards far superior to those which prevail in the backward countries; 
and the people in the backward countries are well acquainted with condi¬ 
tions in the advanced countries, especially in the United States. This factor, 
which is known as “demonstration effect,” tends to raise consumption in 
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the backward countries rather than the supply of domestic savings. 2 The 
wealthy wish to emulate life in the United States by importing expensive 
automobiles and by setting their sights on what they have observed in the 
moving pictures. The poor insist on short hours of work, paid j cations, 
and schemes of social security that often are more ambitious, r* least- on 
paper, than those prevailing in the advanced countries. 

Industrial Development. The small amount of domestic savings h.i* 
tended to retard the development of industry in the backward countries. 
Industrialization has, however, become the goal of manv countries; and 
considerable progress has been made during the past few decades. Owing 
to the scarcity of entrepreneurial talent the government has played a role 
of considerable importance in the industrialization movement. This applies, 
first of all, to the so-called “social overhead”—transportation and com¬ 
munication facilities, production of electrical energy, and the like. But in 
many underdeveloped countries the government has been active also along 
other lines, chiefly in the heavy industry, where enterprises have been 
established by public corporations and planning bodies. It is often easier to 
organize the planned development of a number of industries in a synchro¬ 
nized fashion than to create single industries whose products arc useful only 
as complements of the products of other industries. 

Rapid Population Growth. As has been noted in Chapter 2, p. 24, 
population growth proceeds at a rapid pace in many underdeveloped coun¬ 
tries. Birth rates are high, and so are death rates, but every improvement 
in health care and standards of living brings the death rate down and in¬ 
creases the rate of natural increase—the excess of the birth rates over the 
death rate. In the Western World, the secular fall of the death rate has been 
accompanied by a long-run decline of the birth rate. If events should take 
a similar turn in the underdeveloped countries, the problem, in the long 
run, might resolve itself. For the time being, however, many underdevel¬ 
oped countries find it extremely difficult to equip the large number of 
entrants into the labor force with enough capital merely to maintain the 
prevailing low amount of per capita equipment, without being able to make 
significant additions to the latter. As for agricultural products, the world 
production of these apparently increases at a faster pace than world popu¬ 
lation, 3 but this in itself does not ensure that more food becomes available 
in those underdeveloped countries in which rapid population growth 
presses against inadequate agricultural resources. Emigration possibilities 
are strictly limited for the residents of many underdeveloped countries 
because those regions of the world that might offer opportunities to new- 

2 Henry W. Spiegel, The Brazilian Economy (Philadelphia: Bhkiston Co., 1949), 
pp. viiif.; James S. Ducsenberry, Income , Saving , and the Theory of Consumer Be¬ 
havior (Cambridge, Mass.: Harvard University Press, 1949). 

:i Address of Dr. Norman C. Wright, deputy director general of the Food and 
Agriculture Organization of the United Nations, at Symposium on World Food and 
Population, Cardiff, Wales, September 5, 1960. 
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comers close their doors to them. Australia and New Zealand, which are 
relatively sparsely settled, do not admit immigrants from Asia in any sub¬ 
stantial numbers, an attitude that is much resented by the peoples of Asia 
and which might have dire consequences in the years ahead. 

THE PROMOTION OF ECONOMIC DEVELOPMENT 

The Role of Foreign Capital. Rapid population growth in many under¬ 
developed countries is one of the factors that make the need for foreign 
capital more urgent if development is to be accelerated. To be sure, eco¬ 
nomic backwardness is not always the result of inadequate capital funds. 
Some countries in the Middle East, which are rich in petroleum, have ample 
funds on hand but remain underdeveloped nevertheless. In most instances, 
however, economic development and, especially, industrialization can be 
accelerated only with the help of foreign capital. 

There is considerable reluctance on the part of private capitalists to 
sink their funds into foreign portfolio investments, that is, to purchase 
stocks or bonds issued in underdeveloped countries. Direct private invest¬ 
ments have made greater headway, but a large part of these is concentrated 
in petroleum development and mining. The upheavals in Cuba and in the 
Congo are likely to act as further deterrents to private investments in the 
underdeveloped world. 

Private capital funds invested in the underdeveloped countries are 
supplemented by public funds from national and international organiza¬ 
tions. 'The bulk of these investments has gone into the so-called “social 
overhead”—highway construction, port facilities, electrical energy pro¬ 
duction, etc.—which is so indispensable for the economic growth of a 
country but for which private capital is not readily available. 

According to widely accepted calculations, the capital-output ratio for 
underdeveloped countries is approximately 3 to 1, that is, an extra $3 of 
capital is likely to raise income by $1. 

Technical Assistance . The flow of foreign capital into underdeveloped 
countries is, however, not the only means to promote economic develop¬ 
ment. Much can be accomplished by improving the conditions of health 
and education in the backward countries, by acquainting their citizens with 
modern technologies, and by teaching them skills that enable them to help 
themselves. Work of this type is known as technical assistance. 

Foreign Aid Programs. Around 1960, free world aid to the underdevel¬ 
oped countries was forthcoming at an annual rate of approximately $4 bil¬ 
lion. Well over one half of this was from the United States, and about one 
tenth from Britain, constituting less than 1 per cent and about 1 per cent of 
the respective national incomes. It has been calculated that an additional $3 
billion per year would be required to raise the standard of living in the 
underdeveloped world by 2 per cent per head a year. 

The United States Program. The national program of the United States 
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provides insurance for United States investors in certain foreign countries. 
Some $400 million of such insurance is currently in force. It has never been 
necessary to claim protection under this program, which did not cover the 
nationalized United States investments in Cuba. In addition, there ; s a gov¬ 
ernment program of grants in cash or in commodities made to about fifteen 
countries, a prerequisite of their survival rather than a development meas¬ 
ure. This is supplemented by the disposal program for farm surpluses, 
amounting to an annual $1.5 billion. Both these programs create “countcr- 
part funds” in the respective currencies of the recipients. 4 The technical 
assistance program absorbs no more than about 5 per cent of the aid monies 
but its importance is much greater than this standard of measurement would 
indicate. This program employs the large majority of Americans working 
on foreign aid projects. Lastly, there are the loan programs, of the Export- 
Import Bank (see p. 595), and of the Development Loan Fund. This Fund 
was established in 1957, and by the end of the fiscal year 1960 it had made 
commitments for 148 loans totaling some $1,400 million, some of them 
“soft,” that is, repayable in the borrower’s own currency. As has been 
noted, Export-Import Bank loans usually are “tied,” w hile for advances 
from the Development Loan Fund the President has some leeway to allow 
“offshore” procurement. In 1959, how ever, a new provision was put into 
effect under which loans from the Fund w ould, as a rule, be available only 
for purchases in the United States. This w as done to lighten the load of 
foreign aid on the United States balance of payments, and also to induce 
an expansion of the foreign aid programs of the European countries, their 
deliveries to underdeveloped countries no longer being financed by United 
States aid. It was much criticized as a break with the principle of multi¬ 
lateral trading, and as an action that would low er the value of foreign aid 
to the recipients, preventing them from purchasing the most suitable arti¬ 
cles at the lowest prices. 

International Programs . International organizations designed to pro¬ 
mote economic development include the International Bank for Recon¬ 
struction and Development, the International Finance Corporation, the In¬ 
ternational Development Association, the United Nations, and a number 
of regional bodies. 

4 The counterpart funds are accumulated at the rate at which the foreign govern¬ 
ments receive grants under these programs. There arc many problems raised by the 
counterpart funds. Who shall control their use, the foreign country, the United States, 
or both? To what use shall they be put? If the foreign country uses them domestically, 
this may have inflationary effects. If they are used to finance purchases from abroad, 
the country may lose foreign exchange. In some countries the counterpart funds have 
been released for the repayment of the respective government debts. In others, arrange¬ 
ments have been made to “sterilize” them, while the local government issues money at 
the same rate at which they are sterilized. In again other countries, especially in those 
whose economics suffer from a deflationary bias, the counterpart funds are used to 
strengthen their defense efforts. A portion of the counterpart funds is designed to 
finance programs of international educational exchange. 
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1. The International Bank for Reconstruction and Development, or 
World Bank, is one of the two Bretton Woods organizations (sec p. 597) 
with about seventy members, including almost all major countries outside 
of the Soviet bloc. It has an authorized capital that was raised from $10 
billion to $21 billion in 1959. The United States subscription, the largest 
of all, is $6,350 million. Only a relatively small part of the Bank’s capital is 
available for loans, and the greater portion of these has been financed with 
the help of securities which the Bank has sold in the United States and 
abroad. Around 1960 the Bank was making loans at a rate of some $650 
million a year, and its total loan commitments then were over $5 billion. 
The Bank has authority only to grant loans to member governments or 
those that are guaranteed by a member government. In this respect World 
Bank loans differ from those of the Export-Import Bank; also, unlike loans 
granted by the latter institution, they are not tied to purchases from any 
one country. 

Operations of the World Bank are subsidiary in the sense that the Bank 
will make available credit that cannot be obtained on reasonable terms from 
other sources. The Bank thus handles primarily large projects which do 
not meet the requirements of the private capital market—power develop¬ 
ment, highway construction, railroad improvement, and the like. Loans are 
granted for specific purposes and may be drawn on only for the purposes 
for which they are designed. They arc usually for a period from 10 to 25 
years and interest is payable for them at a rate of now usually 6 per cent. 
Before the Bank makes a loan, it will investigate the project carefully with 
the help of a team of experts sent to the applicant country. It will grant 
only loans that arc “sound” or “bankable,” that is, whose repayment in hard 
money can be expected. In addition to its loan program, the Bank has aided 
underdeveloped countries in the founding of national development banks. 

I he securities issued by the World Bank enjoy a high rating because 
of the careful selection of projects financed by the Bank and because the 
securities arc backed by the Bank’s capital, the bulk of which is not paid in 
but subject to call to meet the Bank’s obligations. 

2. In addition to the World Bank, there was established in 1956 the 
International Finance Corporation, an affiliate of the Bank and equipped 
w ith a capital of $97 million. The IFC, unlike the World Bank, deals ex¬ 
clusively with private business, and it serves economic development by 
making investments in the member countries—without government guar¬ 
antee—in private enterprises in association with private capital and manage¬ 
ment. It invests in enterprises that are primarily industrial, and the amount 
of each investment as a rule does not exceed $3 million. While its charter 
precludes the acquisition of shares of stock, the investments of the IFC are 
not of the conventional bond type. Instead they allow the IF'C to share in 
the profits and growth of the business. The eventual aim is to sell these in- 
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vestments as the enterprises mature, and put the freed funds to new use. 
Operations of the IFC have remained relatively small, with total com¬ 
mitments in 1960 of about $27 million, most at 7 per cent interest. The 
organization has authority to enlarge its resources by selling its own securi¬ 
ties, but so far it has made no use of this. 

3. The International Development Association, another affiliate of the 
World Bank, was established in 1960. Its capital of $1 billion is subscribed 
bv the United States with $320 million, and the remainder is made available 
by sixteen “developed” countries, including Japan, Australia, the Union of 
South Africa, and thirteen European nations. The principal purpose of IDA 
will be the granting of “unbankable,” or soft loans for long terms, at low 
rates of interest, and repayable in the borrowers’ own currencies. In this 
manner, IDA’s operations will parallel those of the United States Develop¬ 
ment Loan Fund. Its resources will come not only from the United States 
but also from other major countries. As they will be available for soft loans, 
they do not constitute a revolving fund but will require periodical re¬ 
plenishment. It is hoped that the creation of IDA will facilitate a greater 
contribution of foreign countries to development work than was made by 
the majority of them in the past. 

4. The United Nations does not maintain an organization comparable 
to IDA or the United States Development Loan Fund. For many years 
there has been considerable pressure in favor of the establishment of a 
similar fund within the UN, in which of course the members of the Soviet 
bloc would wield substantial influence. The United States has opposed 
these attempts, which are likely to have less support in the future on ac¬ 
count of the establishment of IDA. There is, however, a United Nations 
Expanded Program of Technical Assistance (UNEPTA) which, though 
much smaller, runs parallel with the United States program and supple¬ 
ments the valuable work of the latter. A United Nations Special Fund, 
headed by Paul Hoffman, the erstwhile administrator of the Marshall Plan, 
was created in 1959 for the purpose of undertaking “preinvestment” opera¬ 
tions in the form of surveys, research, and training programs. The first 
project of this Fund was a study of the power requirements of Argentina. 

5. Organizations of regional scope include the Colombo Plan for south¬ 
east Asia, of which the United States is a member, the European Common 
Market’s Overseas Development Fund (sec p 569), and a newly established 
Inter-American Development Bank. The latter was instituted in 1960 after 
many years of hesitation during which the United States had opposed such 
a project. It may be the forerunner of similar regional organizations for 
other parts of the world, which the United States might also support. The 
new Bank has a capital of $850 million plus an additional $150 million for 
soft loans, and it is expected that its operations will follow the pattern set 
by the World Bank. 
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SUMMARY 

The end of colonialism, the “revolution of rising expectations” in the 
underdeveloped world, the vacuum created by the eclipse of Britain as an 
international investor, the emergence of a Soviet program of aid, and other 
factors have combined in stimulating interest in the accelerated develop¬ 
ment of backward countries. Underdeveloped countries have an economic 
structure which often is characterized by specialization along narrow lines 
of agricultural and mineral production that is designed for export. Many 
of them suffer from chronic inflation. Incomes are low, and so are domestic 
savings. Industrial development has been accelerated in recent years, and 
much of it has been accomplished under government sponsorship. Domestic 
savings are supplemented by foreign investments, but accelerated develop¬ 
ment would require a much heavier flow of these than is actually forth¬ 
coming. Programs of technical assistance, undertaken by the United States 
and the United Nations, arc designed to raise standards of health care and 
education in the underdeveloped countries, and they make available to 
these countries valuable technical know-how. 

BIBLIOGRAPHY 

The literature oil economic development has grow n by leaps and bounds 
lately and only a small selection can be offered here. The most comprehensive 
work is Benjamin Higgins, Economic Development, New York, W. W. Norton 
& Co., 1959, which covers theory and policy and is highly readable. Along the 
theoretical side it may be supplemented by W. Arthur Lewis, The Theory of 
Economic Growth, Homewood, 111., Richard D. Irwin, Inc., 1955, and along the 
descriptive side by W. Brand, The Struggle for a Higher Standard of Living, 
Glencoe, III., Free Press, 1958. Other useful texts include Gerald M. Meier and 
Robert F. Baldwin, Economic Development, New York, John Wiley & Sons, 
1957; Henry H. Villard, Economic Development, New York, Rinehart & Co., 
1959; W. W. Rostow, The Process of Economic Growth, 2nd ed., New York, 
W. XV. Norton & Co., 1960. There is a valuable collection of readings, The Eco¬ 
nomics of Underdevelopment, cd. by A. N. Agarwala and S. P. Singh, New 
Vnk, Oxford University Press, 1958. 

The last-named w ork includes a path-breaking article by P. N. Rosenstein- 
Rodan, w ho pioneered in developing the idea of balanced growth. This is now 
challenged in Albert O. Hirschman, The Strategy of Economic Development, 
New Haven, Yale University Press, 1958, who assigns a positive role in develop¬ 
ment to the pressures resulting from unbalanced growth. Gunnar Myrdal, Rich 
lands' and Poor , New' York, Harper & Bros., 1957, contains a critique of eco¬ 
nomic theory as applied to problems of underdeveloped countries, and a plea 
for the international extension of the idea of the welfare state, as does a more 
recent work by the same author, Beyond the Welfare State, New Haven, Yale 
University Press, 1960. The leading work on the demographic aspects of de¬ 
velopment is Anslev J. Coale and Edgar H. Hoover, Population Growth and 
Economic Development in Low-Income Countries, Princeton, Princeton Uni¬ 
versity Press, 1958. On this matter see also Harvey Leibenstein, Economic Back - 
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weirdness and Economic Growth , New York, John Wiley & Sons, 1957. On 
The End of Empire there is an interesting study by the British left-wing poli¬ 
tician and economist, John Strachey, New York, Random House, 1959. On the 
political aspects of this matter, which are closely connected with the economic 
ones, see also John Plamenatz, On Alien Rule and Self-Government, London, 
Longmans, Green & Co., 1960; Rupert Emerson, From Empire to Nation , Cam¬ 
bridge, Harvard University Press, 1960; and Stewart C. Easton, The Twilight 
of European Colonialism , New York, Holt, Rinehart & Winstor, 1960. The 
strategic roles of government and business in economic development are dis¬ 
cussed in Edward S. Mason, Economic Planning in Underdeveloped Areas , New 
York, Fordham University Press, 1958. Simon Kuznets, Six Lectures on Eco¬ 
nomic Growth , Glencoe, Ill., Free Press, 1959, gives an account of the author’s 
far-reaching investigations of the quantitative aspects of economic growth. 
W. W. Rostow, The Stages of Economic Growth: A Non-Communist Mani¬ 
festo, New York, Cambridge University Press, 1960, develops a theory of eco¬ 
nomic stages and contains highly suggestive discussions of such matters as the 
take-off, the drive to maturity, and the attainment of mass consumption. 

Paul G. Hoffman, One Hundred Countries: One And One Quarter Billion 
People , Washington, D.C., Committee for International Economic Growth, 
1960, is a spirited plea for increased development aid by the erstwhile adminis¬ 
trator of Marshall aid and present manager of the United Nations Special Fund. 
A survey of Economic Assistance as a Cooperative Effort of the Free World has 
been published by the U.S. Department of State, Washington, D.C., 1960. Case 
studies of development problems are available for virtually all underdeveloped 
countries. An early example is Henry W. Spiegel, The Braziliati Economy: 
Chronic Inflation and Sporadic Industrialization, Philadelphia, Blakiston Co., 
1949. Economic reports of the World Bank on some fourteen countries have 
been published by the Johns Hopkins Press, Baltimore, Md. On Asian countries 
important work has been done by the Center for International Studies of the 
Massachusetts Institute of Technology. Some of the studies sponsored there, 
including that by Wilfred Malenbaum on India, have been published, or are 
scheduled for publication, by the Free Press, Glencoe, Ill. 


STUDY QUESTIONS 

1. What is meant by “Point Four”? 

2. What are some unique features of the United States program of assistance to 
underdeveloped countries? 

3. Why has the problem of accelerating the economic development of back¬ 
ward countries become so important in recent years? 

4. What are the characteristics of underdeveloped countries? 

5. How have the underdeveloped countries been affected by the terms of trade 
in recent years? 

6. What is the capital-output ratio? 

7. What is meant by the “demonstration effect”? 

8. Does the growth of population retard or accelerate economic development? 

9. What are the types of United States programs of aid to underdeveloped 
countries? 

10. What is meant by “counterpart funds”? 

11. What is meant by “offshore procurement”? 
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12. What international organizations are active in the field of economic devel¬ 
opment? 

13. Why is it difficult for some European countries to sponsor development 
programs of their own? 

14. What types of development programs have been sponsored by the World 
Bank? 

15. How docs the World Bank operate? 

16. Why arc underdeveloped countries often plagued by chronic inflation and 
disequilibrium of their balance of payments? 

17. Why do some underdeveloped countries have multiple rates of foreign 
exchange? 

18. Why is the supply of domestic savings relatively small in most under¬ 
developed countries? 

19. Do all underdeveloped countries suffer from inadequate supplies of capital? 

20. Why has industrialization become so widely pursued a goal in under¬ 
developed countries? 



VI. SPECIAL PROBLEMS 




Chapter 


THE PROSPECTS 


OF AGRICULTURE 


The principal problems of agriculture are related to the changing posi¬ 
tion of the agricultural sector in the national economy, to agricultural 
prices and production, land tenure, and soil conservation. 

AGRICULTURE AND THE NATIONAL ECONOMY 

Declining Proportion of Farming . Economic progress requires a de¬ 
cline in the rural population relative to the total. Unless the number of those 
who are employed in occupations other than farming increases relative to 
the number of farmers, there can be no increase in manufacturing and in 
the service industries beyond that brought about by technological progress. 
In 1820, over two thirds of our gainfully occupied were in agriculture. A 
century later, they represented less than one third. Now their proportion 
is approximately one eighth. The decline is not only a relative one but the 
farm population has been falling also in absolute numbers, from 32 million 
in the early 1930’s to less than 20 million thirty years later. 

Economic progress thus defined is measured by increasing standards of 
living as indicated by rising per capita incomes. It goes without saving that 
those who define economic progress in other terms may incline to a dif¬ 
ferent interpretation of the development. The “agricultural fundamental¬ 
ists,” for example, stress the fact that the independent farmer enjoys some 
measure of security and self-determination that no longer prevails in the 
typical urban employments, and that there are certain amenities of rural 
living—not the same as farming, but largely overlapping with it—which 
often are lost in the process of urbanization and industrialization. However, 
others will point out that agriculture often is a hazardous enterprise not 
conducive to health conditions superior to those in the cities. Moreover, 
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because of the perpetuation of depression-generated programs of price 
support, the farmers’ welfare has come to depend upon government policy 
to an extent not true of other groups of the population. 

The amenities of rural life are of such nature that they generally cannot 
he evaluated in monetary terms. In terms of money and of the things money 
can buy, rising per capita incomes entail an increase in the number of those 
who devote their efforts to nonagricultural pursuits. Agricultural produc¬ 
tion caters primarily to the demand for the necessities of life. As our stand¬ 
ard of living has increased, it has come to reflect the consumption of an 
ever-widening range of manufactures and services. 

As noted in Chapter 2, rural-urban birth rates were greatly differen¬ 
tiated. The relative decline in the agricultural population thus required 
a steady movement of people from farms to cities. This so-called “rural 
exodus” was arrested only on rare occasions, chiefly during periods char¬ 
acterized by adverse economic conditions in the cities. During the Great 
Depression, for example, the farmward movement of city people became 
accentuated to such a degree that, on balance, the number of people who 
left the cities to go to farms was substantially in excess of the number of 
those who traveled in the opposite direction. 

Farm Income . The decline in farm population and in agricultural em¬ 
ployment has been promoted chiefly by the higher rewards offered in urban 
occupations. The per capita income of the farm population, while it was 
rather less before, has been approximately one half of that of the nonfarm 
population since World War II. This is a striking difference, but the figures 
tend to overstate the actual conditions. Farm income is understated because 
what the farmer receives in nonmoney income—farm products consumed 
on the farm in the form of food and fuel, and the use of the farm dwelling— 
is valued at farm prices rather than at prices the urban consumer pays for 
these items. Furthermore, to the extent to which the rural birth rate still 
exceeds the urban one, the productive population is relatively smaller on 
farms and relatively larger in the cities, thus making for larger income 
differentials in per capita terms than they would be, if expressed per mem¬ 
ber of the respective labor forces. These factors, it will be remembered, 
are similar to those which make the income differentials between under¬ 
developed and other countries seem larger than circumstances warrant. In 
addition, farm income is understated because that from so many small sub¬ 
sistence farms is included in the concept, an important matter to which we 
shall return later in the discussion (p. 642). It is likely, however, that if 
consideration is given to all these factors, a differential of several hundred 
dollars still remains. 

Characteristics of the Farm Business . Public policies designed to grant 
the farmers protection and special benefits have been formulated over a 
considerable period of time. The need for such policies was recognized 
fairly early. As a producer for export the farmer, it seemed, did not derive 
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benefits from the tariff which traditionally had been enacted for the pro¬ 
tection of manufacturing interests. On the contrary the tariff apparently 
placed a special burden on agriculture by exacting from farmers higher 
prices for manufactures than might prevail under free trade. The persistence 
of substantial income differentials between rural and city people was im¬ 
pressive enough to call forth legislation in favor of farmers. Agricultural 
representation in legislative assemblies has always been strong md con¬ 
tinues to be so, especially in the federal Senate and in the various state 
legislatures. No wonder then that the complaints of the agricultural inter¬ 
ests often met a ready response. There was also a good deal of emotional 
emphasis attached to such complaints. The independent farmer more and 
more came to be recognized as the principal manifestation, if not the last 
remnant, of small-scale, individual enterprise in a world characterized bv 
impersonal trading bodies and monopolies. He represented, in a sense, the 
living tradition of institutions which had made America great. 

Again others made much of the contrast in the individual farmer’s bar¬ 
gaining strength compared with that of large-scale enterprise, which often 
has a dominant position in the market, and with that of labor, which is 
organized in powerful trade-unions. To offset their individual weakness, 
many farmers have formed co-operatives and other marketing organiza¬ 
tions which jointly dispose of their products and thus give them greater 
strength in the market. Public policy has supported this trend by granting 
to these farm organizations certain exemptions from the antitrust laws and 
by fostering them otherwise. 

In the promotion of rural education and highways, of agricultural re¬ 
search and training, the role of public authorities began to emerge already 
during the last decades of the nineteenth century. Since then, public sup¬ 
port of agriculture has grown bv leaps and bounds. It has been rationalized 
on the basis of various considerations. The individual farmer, having no 
control over prices, had to dispose of his product at the going, or market, 
price. When this happened to be unduly low, he might try to maintain his 
income not by selling less, as a monopolist might do, but by increasing his 
sales. But, as a large part of his production was in the nature of necessities, 
the demand for farm products often proved inelastic. In consequence the 
attempt to maintain income by stepping up sales was not always successful. 

On the supply side the farmers’ control over output likewise proved to 
be less effective than that of other producers. The farmer’s association with 
nature as a productive force, the immobile character of his investment, and 
the relative inflexibility of the labor supply provided on the family farm 
contributed to this weakness. 

The most important factor responsible for the tendency of agriculture 
to produce unsalable surpluses with adverse effects on prices and incomes 
has been the rapid growth of productivity in agriculture. On the average, 
a man-hour on the farm now produces between three and four times the 
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output it turned out in the 1930’s, and production per acre is almost twice 
what is was then (see Fig. 63). These advances have been made possible by 
the ever-widening application of scientific techniques to agriculture. Agri¬ 
culture has become mechanized, there has been a huge increase in the use 
of commercial fertilizer, and farmers have greatly improved their man- 
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FIG. 63. Yields per acre have risen sharply during the 1950’s, reflecting continued advances in 
farm technology. Source: U.S. Department of Agriculture. 


agerial and technical skill (see Fig. 64). All these factors have been at work 
for many decades, and during the Great Depression, when farm prices and 
incomes suffered severe reverses, the structural weakness of the farm busi¬ 
ness was accentuated by slackening export opportunities, reduced urban 
purchasing power, and the elimination of alternative employment oppor¬ 
tunities. 


GOVERNMENT AND AGRICULTURE 

Parity Prices . During the Great Depression the concept of price parity 
became the rallying cry of American farmers. A parity price of an agri¬ 
cultural product is a price that would give the farmer the same purchasing 
pow er that he had during a period of the past considered as normal. The 
period originally selected for this purpose was that from 1910 to 1914. 
Parity may be calculated in terms of a single agricultural commodity or for 
all farm output. Parity is a ratio of the index number of prices received by 
farmers to the index of prices paid by farmers, with the period 1910-14 
serving as base for both indexes. If the ratio is 1, or 100 per cent, there is 
parity. If it is less than 1, or less than 100 per cent, farmers do not enjoy 
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FIG. 64. Advancing technologies have brought about the substitution of labor and land by 
mechanical and electrical power and equipment, chemical fertilizers, pesticides, and other non¬ 
farm goods in the production of a unit of farm output. Source: U.S. Department of Agriculture. 


parity prices. If it is more than 1, or over 100 per cent, farmers receive 
more than parity. The parity ratio was well over 100 during the forties but 
has fallen below 100 since 1952 (see Fig. 65). 

The notion of parity is an economic concept which farmers have put to 
political use and for which they command support on grounds of economic 
justice. Ever since the Great Depression they have been able to turn it into 
a cornerstone of our agricultural policy. No other group in our society 
enjoys a similar protection of its economic status. To this day, the concept 
continues to play an important role in the price-supporting policies of the 
government. Government loans on, or purchases of, designated agricultural 
products must be made at a certain percentage of their parity price—that 
is, a price which a farmer would have to receive for a commodity so as to 
restore the purchasing power provided by the sale of a unit of the same 
commodity in 1910-14. The number of products supported in this manner 
has varied under the different farm programs. The percentage-of-parity 
level of support also has varied from commodity to commodity and has 
changed over time. Moreover, as will be explained below, the computation 
of parity both in total and for each commodity has been changed. 

Revisions of the parity concept have occasionally been made, some 
times with the result of higher parity prices but also, and especially in more 
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FIG. 65. During most of the 1950's, the prices of agricultural products have been below parity. 
From U.S. Department of Agriculture. 


recent years, with lower parity prices as the outcome. For example, when 
farm wages rose during the 1940’s, the agricultural interests pressed for 
inclusion of this item among the “prices paid by farmers,” thereby to raise 
parity prices. Later the point w as made that cost and demand conditions 
have changed since 1914 and that parity prices should reflect these changes. 
On the cost side, the use of the 1910-14 average as a base for the computa¬ 
tion of the index of farm prices beclouded the fact that since 1910-14 the 
cost in man-hours of producing a bushel of wheat or a bale of cotton has 
declined much more rapidly than the cost of livestock and livestock prod¬ 
ucts. On the demand side, the parity price mirrored demand conditions as 
they existed before World War l, and the use of the old parity formula 
retarded the shift to branches of production now in relatively greater de¬ 
mand than before: beef cattle, milk, fruits and vegetables, as contrasted 
with wheat and other field crops, w hose demand has fallen off. Legislation 
enacted during the late 1940’s made it possible to revise the relationships 
between parity prices for individual products within an unchanged over¬ 
all average for all farm products. This was done by specifying that the 
parity prices for individual products should bear a ratio to each other equal 
to the ratio which existed for actual prices during the 10-year period just 
ended. In other words, a ten-year moving average adjustment was applied 
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to parity prices as otherwise computed. Thus, the 1960 parity price for, 
say, wheat would be computed by obtaining the 1949-59 average price 
received by farmers for wheat, and dividing it by the 1949-59 average of 
the index of prices received by farmers for all products (1910-14 = 100). 
The quotient is then multiplied by the index of prices paid b\ farmers in 
1960 (1910-14 — 100). Since calculation of parity for any other commodity 
would likewise begin with its 10-year average price, the parities for the 
respective commodities would bear the same ratios to each other as did tiie 
actual 10-year prices. This modification was designed to take into account 
changes in production and demand conditions among commodities, while 
the 1910-14 period was still to serve as a base to relate farm prices to non¬ 
farm prices. As the new procedure reduced some parity prices and in¬ 
creased others, the new method was introduced only gradually and with 
much delay. 

It was not until 1958 that a beginning was made to discard the parity 
formula altogether. Legislation passed in this year opened the way to the 
replacement of government support of farm prices at a percentage of parity 
by the support of such prices at a percentage of the average open-market 
price during the immediately preceding three years. 

Acreage Restrictions and Related Measures. The plea for the restora¬ 
tion of the purchasing power of the farmers confronted policy makers dun- 
ing the 1920’s. How was parity to be restored? Among some early attempts 
designed to cope with the agricultural depression were the IVIcNary- 
Haugen bills. These would have permitted higher domestic prices than 
those of exported agricultural products. When these bills failed to become 
law the creation of the Federal Farm Board in 1929 marked an alternative 
attempt of the federal government to stabilize farm prices. This was to 
be achieved by means of large federal purchases of agricultural products. 
But the government-sponsored accumulation of stocks did not stem the 
further decline of agricultural prices as the depression progressed. 

The Agricultural Adjustment Act of 1933 contained the implicit ad¬ 
mission of the fact that the prices of agricultural products could be effec¬ 
tively controlled only in conjunction with a plan for production control. 
The Act was intended to restrict production. There was allotted to each 
producer of commodities designed for domestic consumption the right to 
plant a given percentage of the acreage hitherto planted with the crops in 
question. The reduction was enforced by means of incentives in the form 
of cash payments for acreage taken out of production. These were financed 
from the proceeds of a tax levied on the processing of farm commodities. 
Apart from the financial disadvantage at which a nonparticipating farmer 
would find himself, no other means of compulsion was applied. 

The Agricultural Adjustment Act of 1933 was held unconstitutional 
by the Supreme Court in 1936, primarily because of the processing tax, 
which the Court refused to regard as a genuine revenue measure. In the 
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opinion of the Court it was a control device that enabled the federal gov¬ 
ernment to assume jurisdiction over matters entrusted to state regulation. 1 

The Agricultural Adjustment Act of 1933 also contained an authoriza¬ 
tion of cartel-like marketing agreements among farmers and of orders issued 
by the Secretary of Agriculture and designed to control the marketing of 
certain commodities. The unconstitutionality of the processing-tax feature 
of the Act brought about a general revamping of the 1933 legislation, which 
was replaced by a more permanent program in 1938 when a new Agricul¬ 
tural Adjustment Act was passed. In a form modified by subsequent amend¬ 
ments, this Act is still in force. Crop restriction is nominally placed in the 
service of soil conservation, and benefit payments to conforming farmers 
arc financed out of the general fund of the Treasury, eliminating the need 
for processing taxes. Benefit payments were later abandoned. Instead, the 
government places principal reliance on another weapon to restrain pro¬ 
duction indirectly. In the case of the threat of a surplus of farm commodi¬ 
ties that might impede the flow of interstate commerce, the Secretary of 
Agriculture is authorized to impose marketing quotas on the producers of 
such commodities, after these have been given an opportunity to express 
their preference by means of a referendum. If producers in their sales ex¬ 
ceed the marketing quotas allotted to them, they are made liable to the 
payment of penalties equaling a certain percentage of the proceeds from 
such excess sales. 

The marketing agreements feature of the Agricultural Adjustment Act 
of 1933 were revived in the Agricultural Marketing Agreement Act of 
1937. This statute authorized the Secretary of Agriculture to control prices 
and other conditions of the marketing of milk and other products, pro¬ 
vided a certain percentage of the producers and distributors concurred 
with his program. Both this Act and the new Agricultural Adjustment Act 
w ere held constitutional by the Supreme Court. 2 

The Agricultural Adjustment Act of 1938 also prescribed so-called 
“nonrecourse” loans on farm products at a rate determined as a percentage 
of their parity prices. As the loan rate is often in excess of market prices, 
the government has to take over the collateral in such cases. The nonre¬ 
course loan can be repaid or not at the discretion of the debtor. If market 
prices rise over the loan rate, he will repay the loan and dispose of the 
collateral himself. If they fall short of the loan rate, he can abandon the 
collateral with impunity. Mandatory nonrecourse loans are, in effect, a 
standing offer to purchase. 

In summary the federal farm program operates with the help of the 
following devices: (1) marketing quotas, with penalties for farmers selling 
in excess of the quota; (2) marketing agreements to control prices and 

1 United States v. Butler, 297 U.S. 1 (1936). 

~ United States v. Rock Royal Cooperative , 307 U.S. 533 (1939): Mulford v. Smith , 
307 U.S. 38 (1939). 
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other marketing conditions; and (3) nonrecourse loans and outright pur¬ 
chases by the government. 

These devices were of fundamental impact on the structure of the farm 
business. Its competitive organization had proved a drawback in a world 
of monopolies and impurities of the market. Witnouc government stimula¬ 
tion and help, farmers had not been able to form combinations ; n any im¬ 
portant manner. True, there had existed various co-operative organizations, 
privileged by special legislation and tax benefits. But the agricultural ad¬ 
justment program enabled the farmer, for the first time, to engage in large- 
scale collective action. What one farmer, acting in isolation, could not 
achieve—the control of prices by means of control over the supply—was 
now made possible by means of a federal plan to which farmers were made 
to conform in their production and selling policies. Penalties and rewards 
were the instruments used to achieve conformity. Moreover the marketing- 
agreements program, in a more direct manner, encouraged the formation 
of combinations in specific fields of production and gave official sanction 
to their activities. 

Agricultural Acts of Recent Years . Agricultural acts of recent years 
have retained the fundamental structure of the 1938 legislation, with its 
acreage allotments, marketing quotas, marketing agreements, nonrecourse 
loans, and outright purchases. During most of the war period the man¬ 
datory minimum support for “basic” commodities—corn, cotton, wheat, 
rice, tobacco, and peanuts—was raised to 90 per cent of parity and 921{> 
per cent in the case of cotton. After the end of the war the wartime sup¬ 
port rates were retained for some time in order to allow farmers a period 
for making adjustments to the reduced peacetime needs. Legislation drawn 
to meet these requirements was passed as early as in 1948, but it was held 
in abeyance for a period of transition that was extended time and again. 
The farm interests stuck to support at 90 per cent of parity for the basic 
commodities, while permitting the passage of legislation that authorized, 
for the future, price support on a sliding scale, ranging from 75 to 90 per 
cent in the 1949 Agricultural Act. It was hoped that such a sliding scale 
of support would enable the Department of Agriculture to adjust the pro¬ 
gram in the light of the supply situation of the various commodities, dis¬ 
couraging the production of some by reducing support and encouraging 
the production of others by maintaining or raising support, all within the 
limits specified by formulas. The new parity and the sliding scale did not 
supersede the old arrangements until the mid-fifties. 

Meanwhile, in 1950, Secretary of Agriculture Charles F. Brannan had 
announced another plan, which failed of passage at that time, although it 
came to be applied to wool in 1955 and its wider application has been 
debated ever since. Under the Brannan Plan, there would be no more gov¬ 
ernment purchases to stabilize prices. Instead, farmers v/ould sell at free 
market prices and, in turn, receive “parity cash payments” equal to the 
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difference between the free market and the support price. This plan would 
have brought great benefits to the consumers, who would have obtained 
farm commodities at lower prices. Farmers would not have been financially 
worse off under the plan, but they resisted it nevertheless. They desired 
the continuation of arrangements under which the government bestowed 
benefits upon them by the purchase of their products. This thev considered 
more in keeping with the ideals of the free market and the free enterprise 
system than government payments without accompanying purchases. 

In 1956 the reduction of acreage by means of allotment plans was sup¬ 
plemented by the so-called “soil bank program.” Under one feature of this 
program, a feature that soon was discarded, farmers received benefit pay¬ 
ments if they reduced their acreage below the allotment and put their land 
into an annual “acreage reserve.” Under the second feature, which has 
proved more durable, farmers were given monetary inducements to take 
their crop land out of production and put it to conservation use for 3, 5, or 
10 years, planting grass or a tree cover (“conservation reserve”). As the 
1950’s came to their close, mandatory sliding-scale supports, which had to 
be granted according to rigid formulas, failed to avert the accumulation 
of ever-rising surpluses. It is very hard to deflect farmers from the business 
of producing. When supplies increased and support prices were lowered 
according to formula, improved techniques of production and farmers’ 
difficulty in shifting out of agriculture tended to perpetuate production. 
Acreage control had for long proved ineffective as the increased yield from 
the reduced acreage more than offset the effects of retiring some land from 
cultivation. The acreage-reserve feature of the soil bank was dropped after 
two years because it proved too costly relative to the amount of land that 
was retired. Many farmers placed their less productive land into the soil 
bank and operated the remainder more intensively. Some even acquired 
land to put it into the soil bank for profit, and others canceled the effect of 
retiring some of their land by cultivating land held fallow before. 

In 1960 government stocks of accumulated farm commodities reached 
a value of $10 billion, with carrying charges in excess of $1 billion a year 
(see Fig. 66). For many commodities, the quantities stored w ere the equiva¬ 
lent of several years’ domestic consumption, or of still more years of 
exports. Annual expenditures of the federal government for the U.S. De¬ 
partment of Agriculture were exceeding $5 billion. Imports of farm prod¬ 
ucts continued to be under a regime of quantitative controls through 
quotas, as they had been since the 1930’s. Exports of wheat, feed grains, and 
cotton took place at prices below the domestic ones, the government con¬ 
tributing subsidies to offset the differential between the domestic prices 
and the low er w orld-market prices. Large quantities of agricultural prod¬ 
ucts were shipped abroad under Public Law' 480 of 1954, mainly to under¬ 
developed countries and to be paid for in “counterpart funds” in the cur¬ 
rencies of these countries (see Fig. 67). 
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FIG. 66. The cost of the agricultural surplus commodities presently in government storage is $10 
billion. From U.S. Department of Agriculture. 



FIG. 67. A large part of farm exports is financed by the U.S. government and sent abroad under 
various surplus disposal programs. From U.S. Department of Agriculture. 
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As the combination of price supports and acreage restrictions had 
proved so ineffective to stem the tide of surpluses, Ezra Taft Benson, Presi¬ 
dent Eisenhower’s Secretary of Agriculture, eventually proposed a policy 
of reduced price supports and more liberal acreage allotments. Farmers 
voted in favor of the elimination of acreage restrictions on corn with the 
crop year of 1959, coupled with lower support prices. This was done in 
accordance with the farm bill of 1958, which also introduced the new 
formula for price supports for corn at 90 per cent of the average open- 
market price during the three years preceding a given crop year, but no 
less than 65 per cent of parity. For cotton and rice the minimum support 
was to be 70 per cent of parity in 1961, and 65 per cent in subsequent years. 
The new bill did not include wheat, for which it was not possible to find 
an arrangement acceptable to all concerned. 

Soil Conservation. The Agricultural Adjustment Act of 1938 com¬ 
bined the purposes of soil conservation and output restriction by placing 
premiums on the withdrawal of crops which were in oversupply and which, 
at the same time, threatened with exhaustion the regenerative powers of 
the soil. The principal example of such a crop was cotton. The production 
of soil-conserving crops, on the other hand, was to be encouraged. Federal 
payments for conservation practices have continued since then, although 
their scale was somewhat reduced in view of the prosperous conditions in 
which farmers found themselves during and after World War II. 

Conservation needs are said to be extensive. Erosion or depletion affects 
some 300 million out of 1,100 million acres of farm land. Only a small pro¬ 
portion of the affected area—perhaps 5 per cent—is at the present time 
cultivated with proper methods and rotations. Completion of the over-all 
program of regenerating a sizable portion of the critical area thus requires 
sustained efforts over a considerable number of years. Almost one fourth 
of all farm land is being utilized under conditions that will impair the pro¬ 
ductive capacity of the soil within five to fifteen years. Another fourth 
will suffer from such impairment in 15 to 30 years. The remaining half is 
considered safe for another thirty years. 

All states have passed laws modeled after the pattern established by the 
federal Soil Conservation Service and providing for the establishment of 
soil conservation districts. The districts, of which there are close to 3,000 
with close to 2 million co-operators, have educational programs as well as 
action programs designed to stimulate such conservation practices as con¬ 
tour farming, cover and strip cropping, seeding range and pasture, tree 
planting, terracing, draining, and irrigation. 

There is a special long-range federal Great Plains program under which 
the federal government contributes to the cost of conservation measures 
designed to avert drought losses and the return of conditions which turned 
the region into a Dust Bowl in the 1930’s. 

Since 1954 there has been also a federal small-watershed program under 
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which the federal government undertakes the construction of small dams 
for flood control purposes in conjunction with conservation work on 
nearby farms and ranches. 

Since 1956 there is in operation the conservation-reserve feature of the 
soil bank under which farm land is retired and* planted with grass or trees. 

The promotion of conservation practices by means of public policies 
and special inducements is considered necessary, because private individuals 
rarely take in their business decisions a long-term view that would call for 
conservative management. Erosion and depletion cause damages that may 
not be severely felt by the present generation of occupiers of the land. As 
conservation entails current cost or current loss of potential gain, present 
users may show little interest in averting damages whose incidence will be 
felt in the distant future. 

The conservation problem is acute in the case of many natural re¬ 
sources. In some states there is compulsory legislation with regard to cut¬ 
ting practices on privately owned forest land, and in a few states any cutting 
is prohibited in certain public forest preserves—a regulation that might go 
too far. The growth of timber requires a gestation period varying from 
thirty to a hundred years. Financial incentives in the form of high prices 
alone will not promote a policy of sustained yield on the part of the forest 
owner. Contrariwise the rate of cutting may be unduly speeded up when 
prices are high. The private ownership of forest resources is thus supple¬ 
mented by the public acquisition of forest land. However, certain private 
owners, and especially corporate ones, can and do take the long view and 
carry on long-range forestry programs. This is true, for example, of a 
number of paper companies, which are profoundly interested in the main¬ 
tenance of an adequate reserve of raw materials. 

While conservation is designed to maintain our land resources in pro¬ 
ductive condition, the practice of reclamation adds to our supply of pro¬ 
ductive land. This is done by government-sponsored irrigation projects, 
which are a feature of the eleven Western states, where the regional inter¬ 
ests give strong support to them. On the irrigated land, a great variety of 
products are turned out, including some of which there is a national sur¬ 
plus as well as others of which there is no such surplus. Some of the effects 
of reclamation thus may run counter to the objectives of our national farm 
policy, which aims at the reduction of surpluses. Reclamation projects are 
undertaken nevertheless, for the sake of the regional economy of the West 
and also to add to our reserve of productive land to meet a potential in¬ 
crease in requirements. 

Public Policies and the Family Farm. The vast majority of the labor 
force engaged in agriculture is composed of self-employed persons, opera¬ 
tors, and family workers on family farms. Hired workers constitute only 
about one fourth of total farm employment. The typical farm continues 
to be a family enterprise and is thus quite unlike the representative concern 
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in manufacturing and such branches of business as are characterized by 
corporate control and concentration. 

Farm tenancy has declined since 1935, and three fourths of our farms 
are operated by their owners. The decline in tenancy has become most 
pronounced during World War II, due to the scarcity of suitable operators 
as well as to the generally prevailing liquidity which made additions to the 
size of the farm financially feasible. An increase in the average size of the 
farm has indeed been observed for many decades. The average farm was 138 
acres in 1910 and 211 acres in 1950, with the increase becoming especially 
pronounced after 1935. As farming has become mechanized, the amount of 
capital required in farm operations has steadily increased. Under present 
conditions, to start operations in commercial farming requires an invest¬ 
ment rarely less than $100,000. 

By no means all of our farmers are commercial farmers. Some 90 per 
merit of the food and fiber that is sold in the market is produced on 2.1 
million commercial farms. In addition, there are 2.7 million other farms 
w hich produce relatively little for the market. The reader will note that the 
numbers of farms refer to census data for 1954. They are now 7 less. People 
living on these farms raise products for home use, and three fourths of 
their income is derived from sources other than farming. Many of them 
have low incomes and suffer from disguised unemployment, that is, their 
emplovment fails to utilize adequately their productive capacities. 

The commercial farmers have been the principal beneficiaries of the 
government price-support programs, since the others, the majority, pro¬ 
duce so little for the market. The low per capita income of the farm 
population—approximately one half of that of the nonfarm population— 
includes the commercial farmers as well as the noncommercial ones, and 
it does not reflect the economic position of many commercial farmers. 
Neither does the average government expenditure for agriculture per 
farm—over $1,000 per year, not all of which of course accrues to farmers. 
Many commercial farmers receive many times this amount in a year, and 
only since 1960 is there a ceiling on government price support payments, 
amounting to $50,000 for each crop grown by a farmer. Farmers who 
produce for the market have enhanced their position by forming marketing 
organizations of all types, and some of these have expanded into the field 
of processing. The farm real estate debt has been below 10 per cent of the 
value of the real estate since 1945. From 1929 through 1944 this was never 
below 10 per cent and as high as 20 per cent in 1929 and over 27 per cent 
in 1933, during the depth of the depression. The value of farm real estate 
has increased substantially faster than the prices of other goods. Together 
with the appreciation of other farm assets, this has yielded the farmer sub¬ 
stantial capital gains in every year except three since 1940, amounting to 
over 40 per cent of the average net income of farm operators per farm 
for the average year from 1940 to 1959. While not all these capital gains 
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have been realized, they nevertheless represent a factor that should be 
considered in conjunction with per capita farm income. Its importance 
would be much more conspicuous if it were calculated for commercial 
farmers rather than for the average farm operator. 

The favorable economic position of many*farmers is also reflected bv 
the low annual foreclosure rate. Since 1944 this rate has onh rarely been 
higher than 2 per 1,000 farms. Between 1929 and 1940 it never was below 
10; it was 15.7 in 1929 and as high as 38.8 in 1932, before the passage of 
the adjustment legislation. 

Political Strength of Farmers . Whether the farmers will continue to 
derive benefits from an economic position that is held on the basis of in¬ 
creasing public disbursements and growing surpluses will depend upon 
their political strength. Agriculture is organized in three great bodies: the 
American Farm Bureau Federation, National Grange, and National Farm¬ 
ers Union. The Farm Bureau and Grange speak primarily for the com¬ 
mercial farmers, while the Farmers Union represents the small and low- 
income farmers but includes commercial farmers as well. The Farm Bureau 
was instrumental in the formulation of the agricultural adjustment program 
and the parity price concept. It now favors the elimination of controls, but 
with the conservation reserve constituting a sizable interim measure. The 
Farmers Union is in support of liberal payments to farmers, combined with 
strict controls over output. The diminishing size of the farm population 
has tended to weaken the political influence of the three farm organiza¬ 
tions, as has the rise of new associations composed of the producers of 
specific commodities. These are not rent by internal dissension, and as they 
do not represent a variety of different producing interests, their proposals 
often are more articulate and straightforward than those of the big three. 
In addition, there is effective representation of the farm co-ops by the 
National Council of Farmer Cooperatives. 

HOW TO SOLVE THE SURPLUS PROBLEM 

Various proposals have been made to solve the problem of farm sur¬ 
pluses, some aiming at the elimination of surpluses and others at their more 
effective utilization. 

Withdrawal of Price Support. Some propose that the government 
should stop the subsidization of agriculture. In a free market, they say, there 
are no surpluses because the quantity supplied is adjusted to the quantity 
demanded. As long as the quantity supplied exceeds the quantity demanded, 
prices will fall until equilibrium is reached at the price which equates both 
quantities. At the lower prices of farm products, only the most efficient 
farmers would be able to stay in business. The expansion of foreign pro¬ 
duction in response to high American prices would stop, and exports of 
wheat and cotton would no longer require government subsidies. 
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As the government outlay for the farm program is reduced or elimi¬ 
nated, taxes can be cut by several billion dollars, allowing a moderate ex¬ 
pansion of consumption along nonfarm lines. The government could also 
use part of the freed funds for the satisfaction of public needs. This would 
be accompanied by the movement of resources—labor and capital out of 
agriculture and into more productive uses. It would do no more than ac¬ 
celerate what already was taking place during the 19J0’s: an average annual 
net migration from farms of about 1 million people. 

The opponents of this proposal refer to it as “adjustment by bank¬ 
ruptcy.” They argue that the distress of the farm population would spread 
to the suppliers of farm machinery, fertilizers, and other farm needs, and 
to the country towns which cater to the demand of the farmers. Only 
under conditions of vigorous economic growth would it be possible to 
place the surplus farmers into city jobs. They sav that our cities already are 
swollen, sprawling, and ungainly, and they raise the question whether the 
drift of the farmers to the cities would make the United States a better 
country. 

As regards the anticipated expansion of foreign trade, the critics point 
to the rise of agricultural production in the Soviet bloc, which might con¬ 
stitute increasing competition. With respect to wheat specifically, it is 
only in the underdeveloped countries that per capita consumption can ex¬ 
pand significantly. These countries have no means to pay for large com¬ 
mercial imports. In Europe the spread of prosperity has resulted in a shift 
from wheat consumption into protein-foods. Moreover, the establishment 
of the Common Market has placed overseas suppliers in a disadvantageous 
trading position as discriminating duties arc placed on their exports. Agri¬ 
cultural protection in Europe has brought about a substantial increase in 
wheat production, and countries such as France, Italy, and Sweden, which 
used to be importers of wheat, are now exporters. 

Forward Prices for Agriculture. The proposal of “forward prices” for 
agriculture is connected with the name of Professor Gale Johnson of the 
University of Chicago. By this is meant arrangements that would dispel 
farmers’ uncertainty about the future course of the prices of agricultural 
products. Price supports should be withdrawn gradually, and farmers given 
guidance as to what prices they could expect after, say, a decade of transi¬ 
tion. During this time the government stocks should be disposed of as for¬ 
eign aid, but the use of foreign aid programs as a means to dispose of 
surpluses should then come to an end. This is necessary because such use 
places competing friendly nations such as Canada, Mexico, and Australia 
at a disadvantage as they are deprived of outlets for their commercial 
exports. In some underdeveloped countries the donated American agri¬ 
cultural surpluses may replace commercial imports and disturb the estab¬ 
lished channels of trade. Asa consequence, these countries may lose mar¬ 
kets for their own exports to their former suppliers of agricultural prod- 
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ucts, and they may become clients of the Soviet Union, which is ready to 
offer them a market for their products. 

The gradual reduction of price supports during a five-yt-.r period 
would bring agricultural prices close to free-markct prices r nd < oable the 
farmers to adjust themselves to the new circumstances. A^ter ive years 
prices would no longer be supported with the aim of influer mg them 
over long periods of time, and farmers should be so informed, \fter tlvat 
time price supports would only be used to offset annual fluctuations of 
the supply, so frequent and unpredictable in the farm business, and to re¬ 
duce the resulting uncertainty regarding agricultural prices. 

Professor Johnson’s proposal is based upon an intimate knowledge of 
the farm business, in which the partnership with nature creates conditions 
of uncertainty that in turn are responsible for much of the instability of 
prices and production if left to themselves. As Professor Johnson proposes 
only the gradual elimination of price supports of the conventional type and 
the retention of price supports for the special purpose of reducing uncer¬ 
tainty, his plan would not be accompanied by the drastic consequences 
which the complete elimination of price supports in one step would have. 
His plan, however, requires a long-term program, which the Congress 
would have to endorse in advance. 

Production Controls and Direct Payments . The Farmers Union and cer¬ 
tain other spokesmen of the farmers insist that the agricultural establish¬ 
ment can not operate in a free market, facing giant labor unions and huge 
business units that administer prices and wages. In view of the acknowl¬ 
edged failure of acreage controls they would replace these with strict con¬ 
trols over each farm’s production calculated on the basis of national require¬ 
ments. This would put an end to the surpluses. To attain “parity income,” 
farmers would continue to receive government aid, but this would be made 
available, as under the Brannan Plan (see p. 637), in the form of direct pay¬ 
ments to farmers rather than in that of price supports which raise prices 
to consumers at home and abroad. Such direct payments are indeed a more 
rational and effective way to aid farmers, and their use has been endorsed 
by numerous high authorities in the field of agricultural economics, includ¬ 
ing the late Professor John D. Black of Harvard University and Professor 
Willard Cochrane of the University of Minnesota, both former presidents 
of the American Farm Economic Association. However, the proposed con¬ 
trol over each individual farm’s production in line with a national produc¬ 
tion plan would offend all those who are opposed to this type of government 
planning and control. 

Conservation Reserves . Those inclined to less fundamental reorgani¬ 
zations would favor the continuation of present programs, especially the 
retirement of crop land and its transfer to the “conservation reserve” of 
the soil bank (see p. 638). As more land is under tree cover or planted with 
grass, this should be accompanied by vigorous efforts at facilitating the 



646 


CURRENT ECONOMIC PROBLEMS 


movement of farmers into nonfarm employments by increasing their occu¬ 
pational mobility through training programs and in other ways. 

There are those who consider the arrangements under the conserva¬ 
tion reserve, though they are for terms of several years, as unduly short¬ 
lived, and they would rather see the government pursue a more permanent 
program of retiring farm land by means of outright purchase or through 
the acquisition of easement rights. 

Increased Domestic Disposal . Some have proposed that the govern¬ 
ment surplus stock of food should be dispersed to more easily accessible 
locations to provide a reserve for wartime emergency use. Others would 
expand domestic food distribution programs. There are such programs now 
in the form of tiie school lunch program and one of food distribution to 
the needy, under which over five million people receive free food from 
the government stocks. There would be a chance for an expansion of this 
program if the Department of Agriculture were to revive the Food Stamp 
Plan, w hich has operated with great success in earlier years and under 
w hich needy people were allowed to purchase food at low er prices through 
the ordinary channels of distribution (see p. 130). Congress in 1959 au¬ 
thorized the Department to undertake such a program of a scope of $200 
million, but the Department did not make use of the authority, claiming the 
plan to be impossible to administer. 

Food for Peace. The surplus disposal program under Public Law 480 
considers shipments of food to needy foreign countries as a mere means to 
dispose of our surpluses and as an emergency program requiring frequent 
review by the Congress. Senator Hubert Humphrey of Minnesota among 
others has proposed a reorganization of this program under which it would 
become an instrument of our foreign policy and serve the more positive 
purpose of providing “food for peace.” Under this proposal, the program 
would be placed on a long-term basis, and it would be conducted by a 
Peace Food Administration that would co-operate w ith foreign suppliers. 

This latter feature is indeed an important aspect of the plan since our 
disposal program, although it is designed to provide supplementary prod¬ 
ucts, may cut into the established markets of friendly nations, especially 
so in years when the respective food supplies are large. It could be ex¬ 
panded and turned into a more effective instrument if it could be made 
sure that shipments under the program would supplement rather than re¬ 
place commercial imports. In view of the low' caloric intake in many 
underdeveloped countries, there surely is need for supplementary rations, 
and it is far better to make them available to the needy abroad than allow 
them to rot in government w arehouses. 

Some measure of international co-operation in this matter is already 
accomplished. In 1959 there was formed a standing five-nation committee 
composed of the United States, Canada, Australia, Argentina, and France, 
which is to co-ordinate the donations of w'heat by the members. Canada 
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would want to expand the program into a world “food bank,” with a pilot 
program limited to wheat. 

A World Food Bank . An international program of this type has fre¬ 
quently been proposed by the Food and Agriculture Organization of the 
United Nations, which has been in existence since 1945. When this or¬ 
ganization was established, it was considered likely that it w ould assume 
an important role in the accumulation of world-wide food icserves and 
their channeling from regions of surplus to areas of need. It has made two 
attempts, in 1947 and in 1949, to form an “ever-normal granary” or w'orld 
food bank, but at that time, when shortages were still pronounced, its pro¬ 
posals fell on deaf ears. In 1960, however, the suggested establishment of 
an international food reserve under United Nations auspices was endorsed 
by President Eisenhower. 


SUMMARY 

In all nations economic progress is accompanied by a relative increase 
in nonfarm enterprises and a relative decrease in farm enterprises and the 
farm population. In 1820, over two thirds of our gainfully employed were 
in agriculture. By 1960, their proportion had fallen to one eighth. The de¬ 
cline in the farm population was promoted chiefly by the higher rewards 
available in urban employments. In spite of the rural exodus, there is, how¬ 
ever, a persistent discrepancy between urban and farm incomes. 

Farmers have been able to obtain public aids of various types. Their 
situation is special in that they carry on their business in small, competitive 
units, w hereas the remainder of the economy has become organized in large 
trading bodies. The farmers’ control over their supplies is further limited 
by their close association with nature. Productivity of labor employed in 
farming as well as yields per acre have increased by leaps and bounds in the 
face of a relatively inflexible consumption pattern. All these factors have 
contributed to making pleas for government help successful. 

Since the 1930’s the traditional public aids to agriculture—education, 
research, highway construction, etc.—have come to be supplemented by a 
variety of far-reaching controls and regulations. Farmers were paid bene¬ 
fits for the planned restriction of acreage and for the application of soil- 
conservation practices; they w'ere penalized if their sales of certain crops 
exceeded government-determined quotas; and they were authorized to 
form what, in effect, amounts to collective trading bodies. A large part of 
the farm program w'as designed to raise prices toward the level of parity, 
bringing about the restoration of the prc-World War I relationship be- 
tween the prices received by farmers and the prices paid by them. 

Acreage control and price supports have been relaxed since the late 
1950’s but surpluses of many agricultural products are mounting. More 
effective policies are now' sought to avert the continued grow'th of the 
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surpluses and facilitate their disposal. Some propose the withdrawal of 
price supports. Others would replace them by production control and 
direct payments to farmers. Still others aim at the more complete satisfac¬ 
tion of domestic and foreign needs for our agricultural products. 
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For a description of the various government programs see Price Support 
Handbook , U.S. Department of Agriculture, Commodity Stabilization Service, 
Washington, D.C., June, 1960. See also Joint Economic Committee, “Policy for 
Commercial Agriculture, Its Relation to Economic Growth and Stability,” 
Papers submitted by Panelists, 85th Cong., 1st scss., Washington, D.C., U.S. Gov¬ 
ernment Printing Office, 1957. 

A historical description of the rise of the United States agricultural policy 
may be found in Murray R. Benedict, Farm Policies of the United States, 1790- 
1950, New York, Twentieth Century Fund, 1953. See also the same author’s 
Can We Solve the Farm Problem? An Analysis of Federal Aid to Agriculture, 
published under the same auspices in 1955. 

On conservation sec Henry Jarrett, ed., Perspectives on Conservation: 
Essays on America's Natural Resources, Baltimore, Johns Hopkins Press for 
Resources for the Future, 1958, with contributions by J. K. Galbraith, E. S. 
Mason, and others; Anthony Scott, Natural Resources: The Economics of 
Conservation, Toronto, University of Toronto Press, 1955. The leading theoreti¬ 
cal work on the subject is S. von Ciriacy-Wantrup, Resource Conservation: 
Economics and Policies, Berkeley, Calif., University of California Press, 1952. 

Current problems arc frequently the subject of articles in the Journal of 
Farm Economics, a quarterly published under the auspices of the American 
Farm Economic Association. 


STUDY QUESTIONS 

1. What factors account for the understatement of per capita farm income as 
compared with nonfarm income? 

2. What has been responsible for the rapid increase in agricultural productivity 
in recent decades? 

3. What is meant by “parity prices”? 

4. In what manner has the parity concept been modernized? 
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5. What are nonrecourse loans? 

6. What type of soil bank is still in operation? 

7. What is the Brannan plan? 

8. What are the principal farm organizations and what are their programs' 1 

9. What are the principal measures of soil conservation? 

10. Why does the government support conservation measures? 

11. What are the relative proportions of subsistence and coimnerci <1 farmers? 

12. What have been some problems connected with the surplus disposal pro¬ 
gram? 

13. What is meant by Public Law 480? 

14. What accounts for the ever-rising surpluses of agricultural products stored 
in government warehouses? 

15. Which agricultural products of the United States have important foreign 
markets? 

16. How do you propose to resolve the farm problem? 

17. How important is farm tenancy in the United States? 

18. Is the family farm still typical in the United States? 

19. In terms of dollars, what would be the effects of withdrawing government 
price support from agricultural products? 

20. What are the obstacles to strict control over agricultural production? 
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REGIONAL ADJUSTMENT 


The United States is composed of a variety of regions which differ in 
numerous economically relevant respects. The proper criteria for the de¬ 
lineation of a region are established by the science of geography, more 
specifically bv economic geography. Their detailed discussion is beyond 
the scope of our present interest. 

Generally the delineation of a region depends upon the point of view 
of the investigator. While the geologist may characterize as region a ter¬ 
ritory identified by a certain soil formation, the economist will attach no 
special significance to this phenomenon. He will emphasize such factors 
as the relative size and composition of incomes, the type of economic 
activity, or the types of commodities that are exchanged. The fact that 
differences in the point of view are all-important in the definition of regions 
is, perhaps, best illustrated by the diversity of the boundary lines of the 
districts into which the various departments of the federal government 
have subdivided the national territory. A study prepared during the thirties 
listed 74 federal agencies which have designed sets of regions for defining 
the jurisdiction of their field agents. For this purpose, these agencies em¬ 
ployed no less than 108 separate regional schemes. It is obvious that agencies 
with such diverse functions as the Corps of Engineers, the Federal Reserve 
System, or the Interstate Commerce Commission are guided by different 
considerations when they establish the boundaries of their administrative 
subdivisions. 

The most general characteristic of a region is the commonness of the 
features which distinguishes it from other regions. In this chapter, three 
regions of the United States have been singled out for special study, the 
South, the West, and the New England region. The South’s and the West’s 
unique distinction derives from the rapidity of economic growth which 


650 




PROBLEMS OF REGIONAL ADJUSTMENT 


651 


prevails in these regions. The New England region provides suitable ma¬ 
terial for a case study of an area that has to cope with the problem of eco- 
nomic maturity. 

In the 1930’s poverty was so widespread in the South that President 
Roosevelt referred to the region as the nation’^ economic problem No. 1. 
In the 1940’s, New England was found to suffer from stagnation—eco¬ 
nomic arteriosclerosis, as some said. In contrast with these rimes, the present 
economic problems that arise from maladjustment or unemployment are 
not localized within certain regions. They are not the problems of regions 
but rather of occupations or industries. The problems of agriculture are 
an example, and so arc the pockets of unemployment that can be observed 
in the coal mining towns of the Eastern and Midwestern states, the ills that 
beset the textile industry regardless of location, the effects of technical 
progress and automation which are felt in the steel towns and centers of 
the automotive industry, and the economic problems which plague the 
aircraft industry. 

Both the South and New England have mastered the problems of eco¬ 
nomic change. Their regional economies are studied in the present chapter 
as case studies of successful economic adjustment. 

If the economic problems of maladjustment or unemployment are dif¬ 
fused over wide parts of the whole country rather than localized within the 
narrower confines of states or regions, it can be expected that the economic 
differences between states and regions as measured, say, by per capita per¬ 
sonal income, have narrowed. This is indeed the case, as Table 39 shows. 

TABLE 39 

Regional Per Capita Personal Income in Per Cent 
of Per Capita Personal Income in the Continental 
United States, 1929, 1959* 


Region 

1929 

1959 

United States. 

. 100% 

100% 

New England. 

. 125 

111 

Mideast. 

. 138 

117 

Great Lakes. 

. 114 

108 

Plains. 

. 81 

91 

Southeast. 

. 52 

72 

Southwest. 

. 67 

87 

Rocky Mountain. 

. 85 

92 

Far West. 

. 129 

118 


* Survey of Current Business, August, I960, p. 11. 


Per capita personal incomes in the various regions are much more nearly 
equal than they were thirty years ago. In 1929 per capita personal income 
in the Mideast, the region with the highest per capita personal income, was 
138 per cent of the national per capita personal income, whereas the South- 
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east, with the lowest, had only 52 per cent of the national one. The span 
then was one of 86 percentage points. In 1959 per capita personal income 
in the Far West, now the region with the top figure, was only 118 per cent 
of the national average, while per capita personal income in the Southeast 
had risen to 72 per cent of the national one. The distance between the high 
and the low thus was much reduced, amounting only to 46 percentage 
points. 


ECONOMIC GROWTH IN THE SOUTH 

The Southern Region. There is no common standard that would enable 
us to determine unequivocally the extent and boundary of the region loosely 
referred to as the South. The national income statistics distinguish between 
the Southeast and the Southwest, the former including Virginia, West Vir¬ 
ginia, Kentucky, Tennessee, the Carolinas, Georgia, Florida, Alabama, Mis¬ 
sissippi, Louisiana, and Arkansas; and the latter, Oklahoma, Texas, New 
Mexico, and Arizona. The Bureau of the Census lists three regions, South 
Atlantic, East South Central, and West South Central. The South Atlantic 
region covers Delaware, Maryland, the District of Columbia, Virginia, 
West Virginia, the Carolinas, Georgia, and Florida. East South Central 
includes Kentucky, Tennessee, Alabama, and Mississippi. West South Cen¬ 
tral extends over Arkansas, Louisiana, Oklahoma, and Texas (see Fig. 68). 


Map op the Continental United States, Showing Census Divisions 



FIG. 68. Regional boundary lines may be drawn for a variety of different purposes. This map 
shows census divisions. Source: Statistical Abstracts. 


Income in the South. The enormous economic progress which has been 
made in the South within the lifetime of one generation is reflected in the 
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relative changes of the region’s income. In 1929, per capita personal in¬ 
comes in the Southeast and Southwest were 52 and 67 per cent of the na¬ 
tional average. Thirty years later each figure had risen by 20 percentage 
points. During the same period, the United States per capita personal in¬ 
come increased by 208 per cent, while the two regional per capita personal 
incomes increased by 325 and 298 per cent. The average Southern incomes 
still are the lowest in the country, but as they have risen much faster than 
the national average, they are not nearly as low relative to the national 
average as they used to be. 

This is reflected by great progress in education and health. Not so long 
ago the ratio of public expenditures per student enrolled in public schools 
in New York, where these expenditures are the highest, to those in Missis¬ 
sippi, where they are the lowest, was about 9 to 1. Now they arc about 
3 to 1. Infant mortality rates, which used to be far higher in the South than 
for the nation as a whole, are still higher there, but again the difference has 
been much reduced. 

Population Growth. As Southern incomes have risen and more people 
have found employment in city jobs, the birth differential between the 
South and other parts of the country has diminished. Population growth in 
the South, however, is still more rapid than elsewhere, and the South con¬ 
tinues to be a feeder of internal migration in northern and western direc¬ 
tions. This is true of the East South Central and West South Central regions, 
from which there occurred a net outward migration of 1.6 million people 
between 1950 and 1957. It is not true of the South Atlantic region as a 
whole, which during the same time has had a net inward movement of .5 
million people, reflecting the movement of over 1 million people to Florida. 

The outward migration of people from the South has been an important 
factor making for the greater equalization of incomes and wages through¬ 
out the country. Southern wages have been lower than Northern ones 
since ante-bellum days, and people have moved away from the South, 
motivated by the pull of economic opportunities elsewhere. In recent years, 
however, the marked improvement of the economic position of the South 
has created new opportunities in urban employments, which have restrained 
the movement of the population to other regions of the country. Indeed, in 
1950, apparently for the first time, the South contained its surplus farm 
population in the urban and suburban communities within its own borders. 

Problems of Southern Agriculture . In 1920, Maryland was the only 
state among the Southern census subdivisions which had more than 50 per 
cent of its population residing in urban communities. Between 1930 and 
1950, Louisiana, Oklahoma, Texas, and Florida reached the 50 per cent 
mark. Thus the proportion of rural residents, while on the decline, is still a 
large one, especially in the East South Central states. Most of the rural 
residents gain their living from farming. 

The relative strength of agriculture in the South accounts to a large 
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extent for the low level of incomes in the South compared with the rest 
of the country. As has been seen in Chapter 24, farm income tends to be 
below the income earned in other employments. In the three Southern 
census subdivisions the farm population was 39 per cent of the total in 1940, 
compared with 23 per cent for the United States as a whole. By 1950, how¬ 
ever, the farm population had fallen to 25 per cent in the South and to 16 
per cent in the country at large. In approximate terms the South, with 
nearly one third of the total population, has close to one half of the farm 
population of the United States. The incidence of low farm income thus is 
borne more heavily by the South than by other regions. 

Though much less so than in the past, Southern agriculture still is based 
to a large extent on the production of a single cash crop, cotton. The pre¬ 
dominant role of cotton in the Southern economy is a legacy of the past— 
of the plantation system and the institution of slavery that was attached to 
it. The South contributes 80 per cent of the United States cotton output. 
There are a few other crops—tobacco, sugar cane, and peanuts—of which 
the Southern output is similarly large. Southern agriculture is deficient in 
the production of food and feed needed in the region, but here again recent 
progress has been rapid. 

The importance of cotton production, diminishing as it is, makes the 
welfare of a broad section of the Southern population dependent on the 
vagaries of a cash crop which offers opportunities that are subject to 
violent fluctuations. If cotton prospects are favorable, Southern purchasing 
power is adequate to buy needed food and feed from other regions. If 
cotton prospects arc poor, Southern purchases of goods are severely 
depressed. 

Progress in the mechanization of cotton production is bound to con¬ 
front the South with difficult problems of adjustment. The mechanical 
cotton picker, heralded for decades, is likely to displace a considerable 
portion of the labor force attached to cotton production. The production 
of cotton and of tobacco, the other Southern staple, has to this day remained 
among the least mechanized branches of agriculture. If mechanization 
progresses, the pressure of the population on available land resources will 
increase. 

The difficulty created by technical progress in cotton production is 
illustrated by the fact that one man equipped with a mechanical cotton 
picker can pick as much cotton in a day as a hundred or so ordinary hand 
pickers. Mechanical cotton pickers and strippers are constantly being 
improved, and they are widely applied in the plains, where labor has been 
replaced at a rapid rate. 

As technical progress has increased the yield of cotton, facilitating an 
expansion of production with less input of labor and land, this has freed 
resources and brought about a rapid increase of livestock production in 
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the South. In many Southern states, and their number is rising, more cash 
is being earned now from livestock than from cotton production. In Ken¬ 
tucky, livestock has moved ahead of tobacco. The decline of cotton and 
its replacement by hay and rotation pasture bids fair to reduce soil losses 
in the South. 

The Growth of Southern Industry. Before World War II, Southern 
manufacturing employment was 16 per cent of the United States total. 
Since then it has risen to over 20 per cent. One Southern state, Texas, was 
among the eight states that ranked highest in the over-all value of their 
respective wartime expansion of industrial facilities. In this state, the oil 
industry served as a basis for expansion into aviation gasoline, synthetic 
rubber, and the petrochemical industry. The South now contains more 
than one third of the country’s chemical processing industries. One half 
of all the new chemical plants that have been constructed in the 1950’s are 
located in the South. 

Chemicals and chemical processing may have become the South’s big¬ 
gest industry, running ahead of the textile industry, which traditionally has 
been the mainstay of industry in the South. The South has come to produce 
90 per cent of the chemical intermediates for the plastic industry and 90 
per cent of the nation’s synthetic rubber. It contributes nearly 80 per cent 
of the United States rayon and acetate production and virtually the entire 
output of the synthetic fiber industry. Most of these developments are 
heavily concentrated along the Texas-Louisiana Gulf Coast. New centers 
of industry have arisen in the Houston-Galveston and Dallas-Fort Worth 
areas. 

The contribution of the South has become notable also in shipbuilding, 
aircraft manufacture, and aluminum production. Other industries in whose 
growth the South has its share include lumber, paper and pulp, food proces¬ 
sing, clothing, furniture, electrical appliances, and iron and steel. Prox¬ 
imity to raw materials and the availability of a plentiful, relatively low- 
paid, and docile labor force w ere important factors that stimulated the 
growth of Southern industries. The Birmingham iron and steel industry 
uses raw materials that require movement over only a small fraction of the 
distance which separates such materials from other centers of heavy indus¬ 
try in the United States. The South contains within its borders a number 
of new resources of importance for the chemical industry. The movement 
of industry to the South was promoted also by the desire to disperse new 
places of production, and it is supported by the vigorous growth of the 
output of electrical energy and natural gas. Approximately one half of the 
natural gas produced in Texas is retained for use within the state. 

The textile industry stands out among the few branches of manufac¬ 
turing in which the South had already attained considerable prominence 
before World War II. Textile mills provide employment for about 25 per 
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cent of Southern industrial labor. Eighty per cent of the textile industry is 
now located in the South; and 20 per cent in New England. Sixty years ago 
the proportions were exactly the reverse. 

Southern Promotional Techniques . The recent growth of industry in 
the South is the result not only of the economic advantages of the region 
—plentiful labor supplies and natural resources—hut also of certain institu¬ 
tional factors. These have been widely advertised throughout the nation in 
order to attract new industries and cause established industries to move to 
the South, by means of vigorous campaigns the attention of businessmen 
is directed to the fact that labor and raw materials arc plentiful in the South 
and that the rapid growth of the region has given it new strength as a mar¬ 
ket for consumer goods and for the requirements of industry. Southern 
chambers of commerce and specially constituted promotional agencies of 
the Southern states draw attention to the lower level of state and local 
taxation in the South as compared with other regions; they point out that 
labor is more docile, less unionized, and less affected by working rules and 
traditions than is true of the regions of the country in which industry has 
been established for long. They sometimes offer a new enterprise a “tax 
holiday” which will exempt it from local taxation for a specified period of 
time, and they have especially attractive arrangements for financing the 
construction of new plants. The municipality, in many cases, will issue 
low -interest bonds—whose yield is exempt from the income tax—and with 
the proceeds of the bond sale will finance the construction of factories 
w hich then are leased at low rentals to the new industrial enterprises. 

The critics of this method of attracting industries to the South arc 
found primarily among spokesmen of other regions, whose relative indus¬ 
trial position is endangered by the growth of Southern industry. They will 
point out that the system of bond financing is apt to attract “quickie” 
industries, which are likely to move again and seek new advantages in other 
localities and regions, leaving behind them municipal indebtedness and 
fragile one-industry economics. 

The Wage Differential . The wage differential between the South and 
other regions of the country has been an important factor in the stimula¬ 
tion of Southern industrial growth. The industrial wage level in the South¬ 
east is the low est in the country, although in the Southwest it is not nearly 
that low. This observation does not apply with the same force to all the 
Southern industries; but it holds good, with considerable variations, for 
most of them. In the face of insufficient mobility the plentifulncss of 
Southern labor relative to capital has been the principal factor accounting 
for its low' reward. As the cost of living in the South does not significantly 
differ from that of other regions, real wages are not higher than money 
wages. 

The wage differential seems to have much diminished in recent years 
when industry in the South manifested such marked growth. As an over- 
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all approximation, it may have been 25 per cent in the early 1940’s and 
half as much in the 1950’s. In the steel industry the North-South pay differ¬ 
ential was virtually eliminated in 1954, after it had been much reduced 
before. The movement of a relatively depressed industry, such as the tex¬ 
tile industry, continues, however, to be influenced by wage differentials. 

The significance of the wage differential is further dimini ;hed by the 
extreme diversity of wages sometimes found in the Smith. In some in¬ 
stances, wage disparities between different Southern localities and firms 
are a multiple of the North-South differential. 

Productivity of Labor . Whether or not the differencial in wage rates 
reflects an inferior productivity of Southern labor is a question which has 
been debated for a long time. Such evidence as is available seems to support 
the view that the inferiority, which in the past has often been taken for 
granted by many authorities, does in fact not exist. When identical jobs 
are performed under identical conditions, large sections of Southern labor, 
distributed over a variety of industries, have demonstrated productivity 
equal to that of Northern labor. 1 

However, in the past more so than now, the conditions attending labor’s 
performance in the South may have been inferior to those in the North. 
Often the Southern worker was less adequately equipped with capital. 
Sometimes the quality of management differed. Operating experience may 
have been unduly short. It may well be that adverse factors such as these 
were offset by the greater vigor of Southern labor caused by low average 
age: in 1940 approximately 52 per cent of the South’s labor force was under 
35 years of age, compared with only 46 per cent in the North. Indeed, cal¬ 
culations made some twenty years ago indicate that at that time the South 
was characterized not only by lower wage rates but also by lower labor 
cost. The ratio of value added per dollar of wage cost in manufacturing w as 
considerably more favorable in the South than in the North. If the Northern 
ratio is expressed as an index with the value of 100, the same index could be 
calculated at 110 for the Southern census states.- This difference indicates 
that, for each dollar spent on wages in the South, a greater amount was paid 
out to other factors of production than was paid in the North. From this 
one might infer that effective labor cost was lower in the South. 

Nobody can say with certainty w hether or not this is still the case at 
the present time, after the w age differential has been much reduced. There 
are indications, however, that labor cost in the South still is relatively low 
and that the cost differential may perhaps be even greater that it was before, 
in spite of the reduction of the wage differential. Many of the Southern 

1 Richard A. Lester, “Effectiveness of Factory Labor: South-North Comparisons,” 
Journal of Political Economy , Vol. LIV, No. 1 (February, 1946), pp. 60-75. 

2 A. F. Hinrichs and Arthur F. Beal, “Geographical Differences in Hours and 
Wages, 1935 and 1937,” Monthly Labor RevieWy Vol. L, No. 5 (May, 1940)..Sec also 
National Resources Planning Board, Industrial Location and National Resources 
(Washington, D.C.: U.S. Government Printing Office, 1942), p. 225. 
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industrial installations are new, having been constructed dui ing the imme¬ 
diate past. They are equipped with more capital and with better and more 
modern facilities than their Northern counterparts. 1 his is ttuc especially 
of the textile industry. There also workloads arc substantially higher than 
in New England , where the working rules, long established by a firmly 
rooted tradition, operate to the disadvantage of the employer. 

Trade-Unionism in the South. The bargaining position of Southern la¬ 
bor, weaker as it still is than in the rest of the country, had until 1947 been 
strengthened by the spread of unionism in the South. I he development of 
Southern trade-unions generally reflected national trends, although a 
number of significant obstacles have been in operation during long periods 
of time. The agricultural background of most Southern workers, the 
scarcity of industrial employment opportunities, the role of company 
towns, the geographical diffusion of industrial plants, the biracial character 
of Southern labor, and the impediments to universal suffrage and the enjoy¬ 
ment of civil liberties characteristic of many Southern regions have all 
contributed to retarding the growth of the labor movement. In New 
England towns, all the textile workers are organized; in the South, no more 
than 15 per cent. Opposition to trade-unions is still strong, especially among 
the small and medium-sized employers and the local governments. Since 
the enactment of the Taft-Hartley Act of 1947, unionization has made little 
headway in the South. The unions complain that under the Taft-Hartley 
Act the employer is in a position where he can bring his influence to bear 
against the formation of a union by persuasion bordering on coercion. 
Right-to-work laws, w hich restrict union security by outlawing the union 
shop, are a characteristic of many Southern states. 

Where unionization has been successful in the South, it has brought 
better working conditions to the employees. This has caused the work to 
be more attractive to w hite labor and has reduced employer incentive to 
search for Negro workers. In some instances, unionization has brought an 
improvement in the relations between the races, especially as the result of 
activities of the United Mine Workers. But in other instances, and appar¬ 
ently on the whole, unionization has tended to stabilize the existing job 
patterns, including the segregation of colored groups. 

Factors Retarding industrial Growth . In the past a number of factors 
have constituted obstacles to the industrial growth and development of the 
South. A good part of the Southern industry has alw ays been under the 
financial control of the East. Southern spokesmen have been eager to point 
out the evils of absentee ownership that attended Southern industrial 
growth. They complained that industrial profits w r ere diverted to other 
regions and that the financial dependency of the South thus tended to be 
perpetuated. So long as the South is chiefly a region of primary products, 
its trade terms suffer from the debilities characteristic of the marketing of 
such products. The South, it was claimed, pays high prices for industrial 
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products sold in impure markets; whereas the prices of its own staples arc 
determined by impersonal forces operating under competition. 

All this has substantially been affected by the vigorous economic expan¬ 
sion during the war and postwar period. Peopll in the South came to 
recognize that retarded industrial growth is nor exclusively a i urden: it 
has enabled the South to utilize the industrial heritage created by «hc more 
highly developed regions and to apply the most advance, technologies 
whenever a new enterprise is called into existence. As Southern industry 
grew, it was bound to benefit amply from the so-called “external econ¬ 
omies'’ available in an industrially mature enviroment: markets are widened 
for the purchase of factors and sale of products; specialization can go 
further; local purchasing power can more easily absorb the products of 
new industries; and facilities for distribution and transportation improve. 

People in the South hat e been concerned about monopolistic practices 
enforced by Northern interests; but in a number of cases these practices are 
of a “home grown” variety. Where prices are artificially increased, 
Southern consumers suffer as do those of other regions, and if the com¬ 
modity is a Southern product the concomitant reduction in production 
diminishes Southern employment and income. Relevant cases have been 
observed in the markets for cotton print cloth, virtually all of which is 
made in the South; for fertilizer and its more important ingredients; and 
for yellow pine, the outstanding lumber for building construction. Price 
fixing to the disadvantage of the Southern tobacco grow ers has reduced the 
receipts of a substantial component of the Southern agricultural economy. 
In this case prices reportedly w r ere fixed downward by the major tobacco 
manufacturing companies. An example of restraint on the entry of new 
industries into the South was the frustration of early attempts at the 
establishment of a match-manufacturing industry, the result of concerted 
action between the domestic and foreign monopolists in that field. 

For long students of the Southern economy have also insisted that 
another factor retarding economic grow'th in the region is related to the 
cost of transporting goods w ithin the South and from it to other regions. 
As noted in Chapter 17, there are two principal ways of determining rail¬ 
road freight charges. There are class rates for more highly processed 
commodities and so-called “commodity rates” for raw' materials and crude 
manufactures. There w as no complaint about Southern commodity rates, 
w'hich are rather low, but in the mid-forties the Southern first-class freight 
rate was, on the average, 38 per cent higher than the Eastern. This meant, 
for example, that the first-class rate for a shipment from Birmingham to 
Muncie, Indiana, was 40 per cent higher than the rate from Pittsburgh to 
Rockford, Illinois, a distance of equal length. The discrepancy in rates 
substantially reduced the territory within which a Southern manufacturer 
would have had an advantage in the cost of shipments over an Eastern 
competitor. It may have had a deterring influence on the location of certain 
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industries in the South, and may have protected Eastern industrial strength. 
Since there is little significant difference in the cost of furnishing railroad 
transportation in the South as compared with the East costs in the South 
are rather lower—the class rates charged in the South may well have been 
discriminatory. This was indeed the view of the Supreme Court. In response 
to the decision by this tribunal. Southern class rates were reduced by 10 per 
cent in 1947, while Eastern rates were increased by the same percentage. 3 
In this way some measure of equalization of the economic opportunities of 
the South and East was achieved. In more recent years, the Interstate Com¬ 
merce Commission has continued its efforts to bring Southern class rates in 
line with class rates in other parts of the country. 

Many obstacles that in the past have blocked the path of industrial 
progress in the South have been removed. But of late a new one has arisen 
in consequence of the increased racial strife in recent years. Reports of 
violence, and the protracted struggle about integration in the field of 
education, which has led to the closing of a number of public schools, have 
discouraged the movement of new industry to the South. Management, 
for obvious reasons, is concerned about the availability of adequate educa¬ 
tional facilities for its future employees. The sooner the South puts its 
house in order, the better it will be for the continued economic growth of 
the region. 


SPECIAL PROBLEMS OF THE WEST 

Rapid economic growth, the oustanding characteristic of the West, is 
often associated with regions whose development w as delayed relative to 
that of other parts of a country. Processes of growth, w hich take a century 
to complete in more mature regions, may require a decade at the “frontier.” 
The population of California increased by nearly 50 per cent betw een 1950 
and 1960; an equivalent increase in the whole United States took the thirty- 
year period from 1930 to 1960. The moving frontier of westward expansion 
has been interpreted as a symbol of the American spirit of restless striving 
for new worlds to conquer. While the Western frontier was originally 
conceived as a region of new settlement, “the meeting point between 
savagery and civilization,” the fact that the last of the new’ settlements were 
established some seventy years ago has not meant the end of the frontier. 

New York v. United States , 331 U.S. 284 (1947). For a number of years there 
was pending before the Supreme Court a complaint of the state of Georgia in which 
some twenty railroad companies were accused of rate-fixing machinery to the dis¬ 
advantage of the South. Georgia v. Pennsylvania R. Co., 324 U.S. 439 (1945). The 
passage of the Recd-Bulwinklc Bill in 1948 was responsible for the dismissal of this 
suit in 1950. See above, p. 429, Milton S. Heath, “The Uniform Class Rate Decision 
and Its Implications for Southern Economic Development,” Southern Economic 
Journal, Vol. XII, No. 3 (January, 1946), pp. 213-37; “Interterritorial Freight Rates,” 
Law and Contemporary Problems , Vol. XII, No. 3 (1947); Ellis G. A mall. The Shore 
Dimly Seen (Philadelphia: J. B. Lippincott Co., 1946), chap, xi; William I I. Joubert, 
Southern Freight Rates in T ran sit ion (Gainesville: University of Florida Press 1949)'. 
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The rapid economic development which characterizes the West creates 
dynamic change and opportunities not unlike those which attended the 
original conquest of the frontier. 

Western expansion has been ascribed to four.factors: abundant equip¬ 
ment with raw materials such as gold, silver, copper, lead, zinc, :ctrolcum, 
and timber; rapid population growth; a quickly expanding local i. :rket; and 
government-promoted expansion of industrial facilities during World War 
II. The government’s role in the expansion has been prominent also in 
irrigation, hydroelectric power production, and forest conservation. 

The Western Region . The West is a region conventionally defined to 
include eleven states: the Mountain states with Montana, Idaho, Wyoming, 
Colorado, New Mexico, Arizona, Utah, and Nevada; and the Pacific states 
with Washington, Oregon, and California. This is the delineation of the 
West in the federal census. Some authorities prefer a wider concept. 
Regional income statistics, for example, distinguish between the Rocky 
Mountain states—Colorado, Idaho, Montana, Utah, Wyoming—and the 
Far West—California, Nevada, Oregon, and Washington. There are a 
number of other regional groupings, some of which include Alaska and 
Hawaii. In the discussion which follows the terms denoting the various 
regions are used in the same sense in which they are introduced in this 
paragraph. 

Population Growth . It is due to the influence of migration that popula¬ 
tion growth, reflecting natural increase as well as population movements, is 
nowhere nearly as pronounced as in the Pacific states. In these the popula¬ 
tion increased by 49 per cent from 1940 to 1950, compared with an over-all 
increase in the United States of 15 per cent. From 1950 to 1960 the rate 
slowed down a bit, probably reflecting the decline of job opportunities in 
the aircraft industry during the late 1950’s, but it still was close to 40 per 
cent and more than twice the percentage for the country as a whole. The 
Pacific region is the destination to which most of the migrants from other 
parts of the country want to move. Since the 1940’s California has been the 
state with the second-largest population in the nation; and if present trends 
continue, it is expected to challenge the state of New York for the first 
place late in 1963. 

Income in the West Among the economic factors that draw people to 
the West, high incomes play an important role. Income has traditionally 
been high at the West Coast, and since the 1940’s the Far West has rivaled 
the Middle Eastern states—New York, New Jersey, Pennsylvania, Dela¬ 
ware, Maryland, and the District of Columbia—as the region with the 
highest per capita personal income. In 1959 this was $2,565 in the Far West, 
compared with $2,166 for the country as a whole. 

In the Mountain states change occurs at a rapid pace. Population density 
is low, but the increase in population in Nevada and Arizona is above even 
the California rate (sec Fig. 69). What industry there is, is heavily con¬ 
centrated in the Far West, although during the 1950’s the movement of 
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FIG. 69. During the 1950’s, population growth was most pronounced in Florida, Nevada, and Arizona. Source: U.S. Census. Froi 
The Cleveland Trust Company Business Bulletin , August 16, 1960. By permission. 
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industry to Utah and other Mountain states has also been accelerated. 
Manufacturing payrolls contribute close to 20 per cent of income in the 
Far West, and a little over 10 per cent in the Rocky Mountain stater. 
Agricultural income is less than 10 per cent in Rocky Mountain stares and 
less than 5 per cent in the Far West. 

The high level of Western income is related to the high 'cgree of 
urbanization, the prominence of the trade and service industrio, the fav¬ 
orable age distribution of the population, and the composition of the farm 
income. Income in cities is higher than income in rural areas, and the high 
level of income in the Far West reflects the advanced stage of urbanization 
characteristic of the West Coast, especially of California, which contains 
78 per cent of the population of the Pacific states, with more than four 
fifths living in cities. This is a proportion exceeded only in a few other 
states of the country. 

The value productivity of human effort is relatively low in primary 
production, higher in manufacturing, and highest in the so-called “service” 
industries. Nearly as much as one third of the California personal income 
is derived from trade, finance, and services, a proportion larger than that for 
the country as a whole. This helps to explain the high level of California 
incomes. 

The size of per capita incomes is determined also by the age distribution 
of the population. A population with a high proportion in the dependent 
age groups will, if other factors are equal, have a lower per capita income 
than a population in which the productive age groups are more heavily 
represented. In California the large proportion of immigrants from other 
parts of the country accounts for a relatively small number of young de¬ 
pendents, or at least it did so in 1950, the last year for which the relevant 
data are available. The median age of the California population then was 32, 
compared with 30 for the United States. In the same year, 40 per cent of the 
California population was in the most productive age group, from 25 to 50 
years, compared with 36 per cent in the United States. 

While the number of retired people who move to California is sub¬ 
stantial, these generally do not cause a depression of average incomes. The 
retired people often derive income from property; and they support the 
profitable service industries, as do the numerous tourists who are attracted 
to the West Coast. 

Far Western farm income is characterized by a large contribution of 
high-productivity fruit and truck crops. California alone supplies one third 
of the total value of these products in the United States. The remunerative 
structure of the California farm business accounts for the fact that the 
California farmers enjoy, according to recent calculations of the U.S. 
Department of Agriculture, a standard of living second to that in no other 
state in the nation, with New Jersey following in rank. 

Agricultural Problems . In the past the eleven Western states have been 
an important source of supplies of beef cattle and sheep for the entire 
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United States. This function the West has fulfilled at a rate that has declined 
during the past decades. This development reflects the rapid increase in 
the Western population and its own needs, the limited amount of grazing 
land available for ranching, and the rise of new methods of fattening 
cattle. 4 

Western cattle is raised on the range, a large area of unimproved arid and 
semiarid land, which comprises nearly three fourths of the Western land. 
About one half of the Western range is publicly owned, mainly by the 
federal government, which holds only 1 per cent of the land area of the 
state of New York but much higher proportions of Western land, from 35 
per cent in the state of Washington to 85 per cent in Nevada. 

Western cattle are maintained by feed from the range, on pasture, 
and with the help of feed crops grown on farms. Some parts of the range 
have been broken up for cultivation, others have suffered from overgraz¬ 
ing and deterioration. How much cattle can be raised in the West depends 
on the feed-producing capacity of the Western range and of the range 
land converted to farms. This capacity, and this is an unusual feature of 
the Western farm economy, depends largely on public policy, because the 
development of new farm land requires irrigation, and irrigation projects 
are large undertakings that can be promoted only with the help of the 
government. 

For the Western region of the United States, water constitutes a prob¬ 
lem that the residents of the other parts of the country not always appreci¬ 
ate. About twenty inches of rainfall are required per year to carry on farm¬ 
ing operations without irrigation. Broadly speaking, rainfall is less than 20 
inches in the region west of the 97th meridian, that is, in the entire West, 
except for relatively narrow coastal strips. Hence, much of the Western 
agriculture depends upon irrigation, upon the most economical use of 
water, and upon its re-use if possible. 

Altogether there arc over 34 million acres under irrigation in the seven¬ 
teen Western states. One half of the harvested acreage of the Rocky Moun¬ 
tain states is in irrigated tracts. The Bureau of Reclamation in the United 
States Department of the Interior, in conjunction with other agencies of 
the federal and state governments, has done much to facilitate irrigation. A 
full supply of irrigation water is delivered to 3.5 million acres; and a sup¬ 
plemental supply to another 3.3 million acres previously irrigated. The 
Bureau has transferred a substantial number of irrigation projects to water 
users’ organizations for operation and maintenance. Much of the Bureau’s 
work is a product of multiple-purpose river-development programs, such 
as the Columbia Basin project in the state of Washington; the Boulder 

4 The following discussion leans heavily on H. E. Selby and Donald T. Griffith, 
Livestock Production in Relation to Land Use and Irrigation in the Eleven Western 
States (Berkeley, Calif.: United States Department of Agriculture, Bureau of Agricul¬ 
tural Economics, March, 1946). 
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Canyon project in Arizona, California, and Nevada; and the Central Valley 
project in California. These projects are national assests of the highest 
value; their purposes include irrigation, hydroelectric power production, 
municipal water supply, flood control, protection from silt and salt water, 
recreation, fish and wildlife conservation, and other benefits. 

The national forests cover 18 per cent of the land in the Western states. 
The livestock interests have set their eyes on them, and an administration 
in Washington that is inclined to dispose of our public domain might accede 
to their wishes. This, in turn, would lead to severe clashes with the pro¬ 
ducers of crops on irrigated farms. Also the scenic beauty of our great 
West, which every year attracts large numbers of tourists from other parts 
of the country, would suffer badly if the national forests were operated to 
the exclusive benefit of the livestock interests. 

The dilemma is not easily resolved, however, because our per capita 
consumption of meat is increasing and requires larger rather than smaller 
shipments of beef from the West to the other regions of the country. But 
with increasing needs for beef cattle to supply the Western population and 
declining numbers available for Eastern markets, points in the Mountain 
states at which cattle are shipped westward rather than eastward have 
gradually moved in an eastern direction. This development has of late been 
accelerated by a change in the structure of the Western livestock economy. 
For long it has been the custom for large herds of Western cattle to be 
shipped to the Midwest to be fattened on corn before being sent to the 
market. In recent years, however, increasing areas under wheat or cotton, 
over which the federal government maintains acreage controls, have been 
converted to the production of grain sorghums, and this has found a wide 
use as a cattle feed. Thus, a rising proportion of Western cattle is no 
longer shipped to the Midwest to be fattened there on a corn diet. Instead, 
much of the feeding now takes place outside the Corn Belt and within the 
West, and the dressed beef is sent to the consuming centers. This has 
economic advantages, as the price of grain sorghums is lower than that of 
corn. Railroad freight rates for cattle on the hoof are less than those for 
dressed beef, but this is offset, and often more than offset, by the weight 
differential. 

Irrigation in the West has facilitated a shift of cotton production from 
the old South to the arid regions of western Texas, New Mexico, Arizona, 
and California. Production in the three last-named states has risen from 2 
per cent of the United States total in 1932 to 7 per cent in 1939, 9 per cent 
in 1941-50, and 20 per cent in the 1950’s. From 1951 on, California alone 
has produced over 10 per cent of the United States total output of cotton, 
ranking only behind Texas and Mississippi. Yield per acre on these new 
fields, broadly speaking, is more than twice as high as on the cotton planta¬ 
tions of the old South, where farm units are smaller and operations less 
mechanized. 
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The eleven Western states are important producers of sheep. About one 
half of the sheep in the United States are raised in that region. The trend of 
sheep production and marketing depends on the same chain of factors that 
operate in the case of beef: the line of balance between eastward and west¬ 
ward movements shifts eastward at a rate determined by feed supplies, 
which in turn depend on irrigation developments. 

The Western wool economy, important as it is in itself, is significant 
also because Westerners are apt to refer to it as a striking example of certain 
disadvantages to which the Western economy is often exposed. There are 
few processing facilities for locally produced wool in the West, and the 
bulk of it is shipped to the Atlantic Seaboard region, to be treated and 
transformed into fabrics that are then supplied to the rest of the country. 
The West is dissatisfied with the role of supplier of raw materials and 
eager to participate in the more highly productive manufacturing activities 
in which the East is outstanding. 

Industrial Development and Prospects. Manufacturing is of compara¬ 
tively recent origin in California. Before the year 1900, there were chiefly 
so-called residentiary industries, neighborhood manufacturing establish¬ 
ments principally in food processing that catered to local markets. Prior to 
1900 the West Coast population, although it increased at a rapid rate, was 
still too low in density to provide a market large enough for modern 
industry. At that state of development the scale of operations practical in 
California would have been too small to allow industrial enterprises in 
California to overcome the competitive advantages of the established manu¬ 
facturing centers in the East. 5 

Apart from the lack of an adequate market, there were also important 
cost differentials operating to the disadvantage of Western industry. Coal, 
the principal source of power at that time, had to be shipped from Utah 
over long distances. Only after 1910 were petroleum and water power 
available at low cost and in relative plenty. 

The promotion of manufacturing during World War I thus occurred 
at a time when California had just become ready to participate in industrial 
activity extending beyond the processing of vegetables, fruits, and sea 
foods. In these branches the proximity of raw materials had led to early 
prominence of the canning industry. 

At the time of the outbreak of World War II, California industry, 
though it had advanced rapidly, was prominent, nevertheless, mainly in the 
production of consumer goods. Apart from a few durable producer-goods 
industries—chiefly assembly plants of Eastern manufacturers—the region 
was poorly equipped with heavy producer-goods industries. But in certain 
areas, especially in the Los Angeles industrial area, the development was 

5 See, for this and the following remarks, E. T. Grether and Associates, The Steel 
and Steel-Using Industries of California (Sacramento: State Reconstruction and Re¬ 
employment Commission, June 1946), pp. 19 f. 
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fast enough to justify the statement that a period of growth, which in the 
New York City industrial area had required 150 years, was experienced in 
the West in 50 years. 6 

During World War II, industrial production in the West advanced at 
a rapid pace, more rapid than in the country qt large. The net increase in 
nonagricultural employment between April, 1940 and November, 1946, 
was much greater in California than in the nation as a whole. The relative 
differences are shown in the following tabulation of percentage changes 
for total nonagricultural employment and various industry divisions: 

Percentage Increase from April, 1940 to November. 1946 

United States California 


Total nonagricultural employment. 37 36 

Manufacturing. 47 80 

Construction. 54 76 

Transportation, communication, and utilities. 40 61 

Trade. 28 44 


California’s share in the country’s manufacturing employment rose 
from less than 4 per cent before World War II to over 6 per cent during 
the course of the conflict. The accelerated rate of industrial development 
during the forties and fifties also reflected the strategic trend toward decen¬ 
tralization. The federal government financed plant expansion in synthetic 
rubber, steel, atomic energy development, and many other lines. While 
substantial parts of the wartime expansion occurred in such facilities as 
shipyards and aircraft manufacturing plants, the war brought to the West 
an increase in steel manufacturing capacity and new aluminum plants, de¬ 
velopments about which more will be said presently. 

The new steel production capacity has been an important factor in 
promoting the growth of fabricating industries on the West Coast. General 
Electric, Westinghouse, International Business Machines, and many other 
great Eastern business concerns have set up branch establishments in Cali¬ 
fornia; and this state has indeed been referred to as a branch-plant empire. 
California now ranks second to Michigan in the assembly of automobiles 
and has become a center of the garment industry outranked oniv by New 
York. 

The industrial area of Los Angeles is well known as a leader in the 
production of motion pictures. In addition, it has attained first rank also in 
the production of such diverse articles as aircraft, pumps, compressors, 
refrigeration equipment, and canned seafoods. It holds second rank in ten 
other industries and third in twelve. 

In the Northwest, Boeing is the largest industrial employer. The de¬ 
pendence of the region on military procurement is a pronounced one, with 
California alone holding over 20 per cent of the prime contracts for national 

*'• Glenn E. McLaughlin, Growth of American Manufacturing Areas (Pittsburgh: 
University of Pittsburgh, 1938), p. 205. 
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defense. As aviation has been de-cmphasized, electronics, missile w ork, and 
nuclear-energy installations have come to the fore. In the electronics field, 
many small firms have sprung up, as the work often involves the production 
of whole “systems” in which many subcontractors participate. In the Los 
Angeles-Long Beach Metropolitan Area, which has attracted so many new¬ 
comers and which ranks second in population after the New York Area, 
having outrun the Chicago Area in the 1950 ’s, the aircraft, electrical equip¬ 
ment, and ordnance (including missiles) industries employed 39 per cent 
of all factory workers in 1958. Many industrial developments in the region 
are thus extremely sensitive to changes in defense requirements. There also 
is much rivalry with Eastern interests who insist that a greater share of 
defense orders should be made available to areas of unemployment and 
labor surplus. The Westerners have opposed this, pointing to the natural 
advantages of their region and to the reservoir of skilled labor available for 
highly specialized jobs in the field of defense. 

Western Aluminum and Power Production . The West now contains 
within its borders an aluminum industry that contributes 30 per cent to the 
aluminum production of the United States. This is a new development, 
which has profoundly affected the structure and location of our aluminum 
industry. Before World War II the Aluminum Company of America was 
the only producer of virgin aluminum in this country. Production then 
was concentrated in Tennessee, North Carolina, and New York. The war¬ 
time and postwar expansion of production led to the entry of new firms 
into the aluminum field—Reynolds Metals Company, Kaiser, Olin, Harvey 
—and the West became a new center of the industry. 

More recently again the aluminum industry has moved to the Ohio 
River Valley to take advantage of close markets, low freight rates for water 
transportation, and utilizing natural gas, lignite, or bituminous coal for the 
generation of electric pow er. This has reduced the share of the Western 
plants from 40 to 30 per cent of total output. 

Like the earlier installations, the Western plants utilize hydroelectric 
power. For the production of one pound of aluminum, approximately 10 
kilowatt hours of electricity arc required. To provide a basis for the opera¬ 
tions of the aluminum industry in the West, a huge expansion of power 
production took place in the region. The newly available powder is harnessed 
by the Bonneville Power Administration, an instrumentality of the United 
States government w hich operates the pow er system of the Columbia 
River. This includes the Grand Coulee Dam and ranks as the nation’s largest 
producer of hydroelectric energy. Multiple-purpose river-development 
programs with their powder and irrigation features are of extreme impor¬ 
tance for the West. The Columbia River power system generates a large 
part of the power sold by Northwestern utilities. Together with private 
utilities, it feeds its surplus power into a pool, from which other utility 
concerns draw their requirements. 
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Western Steel . Two new Western steel mills, one at Geneva, Utah, and 
the other at Fontana, California, were constructed during World War II. 
The plants have more than doubled the basic steelmaking capacity in the 
West. As the nation’s capacity has been greatly expanded, the Western, 
however, remains small relative to the total, amounting to less than 5 per 
cent. 

I he Fontana plant is located in the vicinitv of the consuming centers of 
the West—45 miles east of Los Angeles—and only 160 miks from its source 
of iron ore. But it is far from its source of coal in Utah—S00 miles away— 
farther indeed than is true of any other great steel center in the country. 
The Fontana plant, operated by Kaiser Steel, is the only integrated steel 
mill on the Pacific Coast, and its capacity is being doubled to meet the West¬ 
ern requirements for rolled steel, one half of which is shipped from other 
regions of the country. The construction of a pipeline to bring natural gas 
to California will add to these requirements. 

Both the Fontana and Geneva plants had been built by the government 
during World War II to produce plate for the shipbuilding industry. It 
was hoped that the eventual disposal of the two new, government-financed 
steel mills would be made in such a fashion as to strengthen the regional 
economy. It was pointed out that in view of Eastern competition, “market 
participation [of the new plants] will . .. not be achieved without aggres¬ 
sive independent pricing. . . . Control of Western operations by Eastern 
steel interests does not promise independent and competitive pricing.” 7 
The suggestions indicated in these sentences did not altogether come true. 
Only the Fontana plant, the smaller of the two mills, was acquired by 
independent interests, while the Geneva plant, with an ingot capacity of 
1.3 million tons, was sold to the United States Steel Corporation and is now 
operated by the Geneva Steel Company, one of its Western subsidiaries. 
Columbia Steel, another subsidiary of the United States Steel Corporation, 
is expanding its operations at Pittsburg, California, and elsewhere. This 
company has also acquired the assets of Consolidated Steel, a fabricating 
concern located at the West Coast. This transaction came under attack by 
the antitrust authorities but eventually was sanctioned by the Supreme 
Court. 8 United States Steel announced in 1960 that it has plans for the con¬ 
struction of an integrated steel mill on the West Coast. 

While these facilities are designed to cater to the needs of the Western 
region, the steel shortages during the late 1940’s and early 1950’s made it 
easy for Western steel producers to find markets also in other parts of the 
country as well as abroad, and the wartime development of port facilities 
along the West Coast has done much to improve its ability to sell in foreign 

7 “Western Steel Plants and the Tin Plate Industry,” Letter from the Attorney 
General, Senate Document No. 95 (79th Cong., 1st sess.) (Washington, D.C.: U.S. 
Government Printing Office, 1945), p. vi. 

8 United States v. Columbia Steel Co ., 334 U,S. 495 (1948). 
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markets. Shipping distances between California ports and Asiatic markets 
are short, and at first glance there would seem to exist an advantage to 
California over inland or East Coast producers. This advantage, however, 
in the past has been more apparent than real because ocean freight rates do 
not increase with distance but are related to other factors, including the 
volume of traffic, which was rather small in the West. Moreover the inland 
producers’ rates for rail shipments designed for export are substantially 
lower than rates on goods for domestic use. In spite of these factors, how¬ 
ever, expansion of the Asiatic markets is bound to benefit Western industry. 

Cost of Credit. Some of the more specific difficulties with which West¬ 
ern industry must cope are related to high rates of interest on commercial 
loans, high wage rates, and to certain practices in the field of industrial 
price and freight rate determination which tend to be interpreted as favor¬ 
able to Eastern industrial interests. We will discuss these matters one by 
one. 

In 1946 average interest rates for business loans obtained from commer¬ 
cial banks were 3.8 per cent in the San Francisco Federal Reserve district 
compared with 2.9 per cent in the country as a whole. Some fourteen years 
later, in March, 1960, the differential still existed, but it had by then been 
reduced, the San Francisco rate having risen to 5.72 per cent and the na¬ 
tional one to 5.34 per cent. 0 Differentials that are so small arc not important 
as factors determining the decisions of businessmen. Nevertheless, the 
geographical spread represents a curious phenomenon. In the South and 
East, interest rates tend to vary inversely with the size of banks; and as 
banks tend to be small in the South and large in the East, Eastern rates are 
below the Southern. 9 10 In the West, large banks—in terms of amounts of 
deposits—are more significant than in other parts of the country, and 
branch banking is highly developed. But in the West the relationship be¬ 
tween the size of banks and interest rates does not hold. It is possible that 
the higher loan rate is related to the economic power wielded by the huge 
branch-banking empires of the Western region. 

Wage Rates. Just as the outward movement of population from the 
South and other regions reflects low wages, so do the high wages in the 
Pacific region attract a large stream of migrants. In the manufacturing in¬ 
dustries of the Pacific states the level of hourly earnings is higher than any¬ 
where else in the country. The high level of wages on the West Coast is 
no new phenomenon but has been observed by many earlier students of 
the Western economy. It has always attracted immigrants from other parts 
of the country. Just as in the South the outward movement is not strong 
enough to eliminate the wage differential, so does the need for labor in 

9 Federal Reserve Bulletin , July, 1947, p. 814; Letter from the Federal Reserve Bank 
of San Francisco, dared June 29, 1960. 

10 John S. Henderson, “Regional Differentials in Interest Rates,” Southern Eco¬ 
nomic journal , Vol. XI, No. 2 (October, 1944), pp. 113-32. 
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California increase at a faster rate than the supply. The differential thus 
tends to become perpetuated. 

It is not certain whether or not, and to what extent, the California wage 
differential is related to productivity. It may well be that the California 
industry derives advantages from its position of a newcomer; and these 
advantages perhaps offset, or more than offset, the effects of higher wage 
rates on labor cost. This view is based principally on the modern character 
of the equipment of the California industry. It is not necessary, however, 
to explain the Western wage differential exclusively on the basis of higher 
physical productivity. Obviously, to the extent to which the California 
industry serves a regional market where it competes with Eastern suppliers, 
it can afford labor costs that are higher than those incurred in other areas, 
so long as the difference does not exceed freight charges incurred by the 
shipment of goods from the East. 

Absentee Ownership. Westerners have long complained about Eastern 
exploitation. Absentee ownship is pronounced in Western industry and 
has been accentuated by the trend toward branch plants. Trade-marks, 
nation-wide advertising, and the like, make it difficult for an independent 
producer to go into business by himself. Out-of-state control of enterprises 
not only drains profits away from the region but also impedes the growth 
of a regional class of people trained in the arts of management, the more 
so since hiring frequently is centralized in the East. 

The Basing-Point Systems and Zone Pricing. More specifically. West¬ 
erners are dissatisfied with the price policies of Eastern producers, especially 
of steel, and the determination of freight rates. The steel industry, it will 
be recalled, practiced price discrimination by employing until 1948 a 
system of delivered or basing-point prices (see p. 372). The practice of 
“freight absorption” by which Eastern steel mills supplied the West by 
absorbing some of the freight discouraged the development of Western 
industry and facilitated sales by Eastern producers in Western territories. 
As Western steel mills charged the same delivered price as Eastern mills, 
the purchaser had no economic incentive to prefer the former; and the 
Western steel industry developed only slowly. Before the war, more than 
one half of Western requirements were met by shipments from other 
regions of the country. 

The position of Western steel fabricators and other users was unfavor¬ 
able. Owing to the high cost of steel in the West, they found themselves at 
a disadvantage whenever they, in turn, attempted to enter extraregional 
markets. When the basing-point was modified in 1948, there was hope that 
they would benefit from a reduction of the cost of Western steel. However 
the freight advantages of Western producers may, in practice, be more 
apparent than real owing to the resuscitation of pricing systems essentially 
similar to the basing-point system (see p. 373), under which the Chicago 
and Geneva basing points are still in use. 
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Freight Rates . In view of the long distance which separates California 
from important centers of production and consumption in other parts of 
the country, railroad rates are of especial significance for the West. West 
Coast producers can sell in the East only if freight charges do not inflate 
prices beyond the level that prevails there. They can move their goods to 
the South and Middle West only if Eastern competitors do not receive 
favorable differentials in transportation charges. 

As is the case throughout the country the structure of Western railroad 
rates is determined by the collective action of the regional carriers. Their 
organization, it is claimed, is in the last analysis controlled by Eastern 
financial groups—the Morgan-First National City Bank of New York 
group especially—which are closely attached to Eastern industry, includ¬ 
ing the United States Steel Corporation. This situation has presumably 
been responsible for retarding Western industrial growth. While rates on 
eastbound fruits, vegetables, sugar, wine, and on the products of agriculture 
in general arc priced to promote the exportation of foodstuffs, rates on 
westbound shipments of steel, clothing, vehicles, and beverages are not 
especially suited to the needs of Western manufacturing interests. More¬ 
over, middle-distance hauls in the West cost more than equivalent move¬ 
ments in the East, although short hauls cost less. 11 

Western railroads were parties to an antitrust suit which the Depart¬ 
ment of Justice instituted against them during the forties. It was then hoped 
that this suit, if successful, would produce substantial relief for the West by 
putting an end to rate-making conferences and agreements in which the 
carriers collectively determine the conditions under which their services 
are available. However the passage of the Recd-Bulwinklc Act of 1948, 
which expressly legalizes rate agreements of the railroads, put an end to 
these hopes. 111 

The Supreme Court, in the same decision which resulted in a reduction 
of Southern class rates, found class rates in the Western region East of the 
Rocky Mountains discriminatory. These rates were from 30 to 59 per cent 
in excess of Eastern class rates. For example, shipments at first-class rates 
from Denver to Cleveland were 45 per cent more expensive than shipments 
over an equal distance in the Official Territory. Shipments from Lincoln, 
Nebraska, were 35 per cent higher, and so on. The discrepancy in rates 
may have had effects similar to those observed in the South. Western manu¬ 
facturers were placed at a disadvantage compared with their competitors 
in low-rate regions. For example, two traveling-bag manufacturers, one in 
Woodbury, New Jersey, and the other in Denver, are located in equal 
distance from all points along a fairly straight North-South line passing 
through Madison, Wisconsin, and New Orleans. But as a result of higher 

11 Stuart Daggett and John P. Carter, The Structure of Transcontinental Railroad 
Rates (Berkeley: University of California Press, 1947). 

l - See p. 429, above. 
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rates in the West, freight rates were found to be equal at a line much to the 
west of the line of equal distance. The Western manufacturer was thereby 
deprived of sales in Minnesota, Wisconsin, Iowa, Illinois, Missouri, 
Arkansas, Mississippi, and Louisiana. 13 

In 1947 the Supreme Court ordered a reduction of class rates in the 
West by 10 per cent for the same reasons which had motivated its decision 
to reduce rates in the South. 14 Since Eastern rates were raised bv 10 per cent 
in consequence of the decision of the Supreme Court, a beginning was made 
in the direction of nationwide equalization of the terms on which transpor¬ 
tation facilities are available. In 1955, the Interstate Commerce Commission 
ordered further reductions, from 16 to 29 per cent, of class rates on trans¬ 
continental freight moving to and from the West, and made other adjust¬ 
ments, some upward but most of them downward, of class rates for freight 
moving within the Far West. 

NEW ENGLAND IN TRANSITION 

Unlike the West, New England is one of the regions of the United 
States that were settled ahead of others and which constituted an early in¬ 
dustrial establishment. This has created problems of its own, with which 
the people of the region are coping vigorously and persistently. In a num¬ 
ber of respects the situation in New England is not substantially different 
from that found in old England. Old England, as Thorstein Veblen ob¬ 
served in 1915, is plagued by “depreciation through obsolescence” and 
must pay “the penalty for having been thrown in the lead and so having 
shown the way.” 15 Like old England, New England pioneered in industrial 
leadership, and when other regions followed the lead, the erstwhile path 
breaker found itself hampered by an industrial structure established in the 
past which had to be revamped to meet the need of new times. 

Population and Income Growth . New England comprises only 2.1 per 
cent of the area of the continental United States; but as of 1960, it accounts 
for close to 6 per cent of her population and close to 7 per cent of her 
income. In New England, economic activity is highly concentrated in the 
three industrial states of the southern part of the region: Connecticut, 
Massachusetts, and Rhode Island. These three states comprise only % of 1 
per cent of the nation’s area but account for close to 5 per cent of the 
United States population and over 5 per cent of the United States income. 

The New England population grows rapidly but not quite as rapidly 
as that of the whole United States. Hence, relative to the total United 


13 “Regionalized Freight Rates: Barrier to National Productiveness, 1 ” House Docu¬ 
ment No. 137 (78th Cong., 1st sess.) (Washington, D.C.: U.S. Government Printing 
Office, 1943), pp. 46 f. 

14 New York v. United States , 331 U.S. 284 (1947). 

lc Thorstein Veblen, Imperial Germany and the Industrial Revolution (new ed., 
New York; Viking Press, 1946), p. 132. 
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States population, there has been a decline, from 7.4 per cent in 1900 to 7.0 
per cent in 1920 , 6.4 per cent in 1940, and 5.8 per cent in 1960. As it did in 
1929 and 1939 , the New England per capita personal income still holds 
third rank among the eight national-income regions of the country, follow¬ 
ing behind the Far West and Mideast, although at times it was surpassed 
also by Great Lakes region. 

In terms of per capita personal income, the New England average 
exceeds the national one by a substantial margin of 11 per cent. In 1948 the 
New England per capita personal income was only 6 per cent higher than 
that of the United States. Since then the differential has gradually increased 
to 7 per cent in 1949, to an average of 10 per cent in 1950-54, and to 11 per 
cent thereafter. Measured in terms of per capita personal income, economic 
growth in New England, since 1948, thus has been occurring at a faster 
rate than in the country as a whole. 

Going back still farther, we find that in 1929 the New England per 
capita personal income was no less than 25 per cent higher than that of the 
United States. Ten years later, in 1939, the difference was still grater, 27 
per cent. During the 1940’s it declined abruptly, reaching a low point of 
6 per cent in 1948. Since then it has been rising in the manner indicated in 
the preceding paragraph. The national income experience of New England 
during the first eight years of the 1940’s thus reflects the general trend of 
regional income spreads to narrow down, a tendency which has been com¬ 
mented upon on p. 651. In the New England case this tendency made itself 
felt in the form of a precipitous decline that was accelerated by an old, 
established structure of the regional industry which prevented it from 
sharing more fully in wartime expansion of production. What has hap¬ 
pened after 1948 reflects the resolute attempt of the region to escape from 
the fetters of the past and to rebuild its industrial structure after a new 
pattern that would permit of economic growth rather than stagnation. 

The Decline of the Textile Industry . New England's precarious position 
in the 1940’s was, to a marked degree, the result of the traditional depend¬ 
ence of the region on the textile industry as well as on other industries— 
the shoe industry, for example—which have similar features in that they 
lack the power of expansion. Such industries are “mature” in the sense that 
the discretionary spending characteristic of high-income economies passes 
over their products, and that these in turn require an ever-diminishing labor 
input. 

The rise of the South as a new center of the textile industry brought 
distaster to many New England mill towns. Many a factory was moved 
lock, stock, and barrel to the South, with the empty shell of the factory 
building left behind. Industry moved South because it was attracted by a 
plentiful supply of labor, more docile, barely unionized, earning lower 
wages, and less set in their ways than were the New England working 
people. There were further inducements in the form of lower taxes and 
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proximity to raw materials and to rapidly growing markets, factors which 
the spokesmen of the South did not fail to advertise and to whose strength 
they added tax privileges and the subsidization of new industries by means 
of bond-financed plant construction. 

In shoe manufacturing the situation was aggravated by the ease of entry 
into a field which requires relatively little capital—machines and plants 
usually are rented—and only a modest amount of technical knowledge. 

The textile industry is still of importance in New England, especially 
the manufacture of woolen and worsted goods. It still provides 10 per cent 
of the manufacturing employment. But the number of workers in the 
textile mills has fallen from close to 500,000 after World War I to less than 
300,000 after World War II, and to some 130,000 in 1957. In the field of 
leather and shoes, the New England industry has more nearly held its own, 
with employment declining from 150,000 after World War I to some 
110,000 in 1957, approximately the same number as after World War II. 

Importance of Service Industries . Of the 150 largest industrial corpora¬ 
tions, only two have headquarters in New England. In contrast, six of the 
country’s largest 100 banks are located in the region. New England has for 
long been prominent in finance, trade, insurance, and the service industries 
in general, and many of the concerns active in these fields are of national 
importance. There is a net outflow of capital from the region estimated at 
$300 million a year, yielding the region a high investment income. As the 
national income rises, an increasing portion of it is spent on many services 
in the production of which New England stands out. The region is famous 
as a center of culture and learning, having within its borders Harvard, Yale, 
and M.I.T. These are not only national institutions but they have promoted 
what has become a highly important asset of the region: industrial research. 

The Rise of New Industries . Investigations have shown that a large 
proportion of the industrial expansion which has occurred in New England 
during the 1950’s is directly related to research-based industries and to the 
new products which they turned out. Expanding New England industries 
include electronics and aircraft manufacture. Employment in the electrical 
machinery industry has risen by over 30 per cent during the 1950’s, and 
employment in the transportation equipment industry by 100 per cent. 
Employment in either one of these two industries has come to rival that 
provided by the textile industry, and it exceeds that in leather and shoe 
manufacture. Other expanding industries are printing and publishing, and 
apparel. The aim is diversification rather than reliance on one or a few 
large industries. 

Factors in Industrial Growth. These developments indicate that the 
New England people are making the most of a situation that contains many 
obstacles to industrial growth. The region has an inadequate raw-materials 
base with only insignificant deposits of coal, petroleum, iron ore, or other 
important mineral resources. It has geographical advantages which shorten 
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the water haul from ocean ports, but, being located in the most remote 
northeastern parts of the country, it suffers disadvantages when goods are 
transported to and from inland areas. The increasing substitution of pioc- 
cssed materials of relatively light weight, such as aluminum and plastics, 
for heavy raw materials (see p. 616) may work to offset the disadvantages 
of the region arising from raw-materials deficiency and location. 

In New England manufacturing, employment in durable goods pro¬ 
duction has gradually increased relative to nondurable goods and now 
constitutes one half of the total. This is encouraging from the point of view 
of the further industrial growth of the region, but it makes the regional 
economy more sensitive to recessions and also to changes in government 
procurement for defense, for which much of the output of the electronics 
and aircraft industries is produced. 

Much thought has been given in New England to the construction of a 
large integrated steel mill to serve the requirements of the steel-using indus¬ 
tries. Technological and other factors account for an increasing locational 
advantage of a steel mill placed in the vicinity of the users of the product 
rather than close to the raw materials required for steel production. How¬ 
ever, the leading steel producers have expanded much of their steel-produc¬ 
ing capacity at more centrally located points on the Atlantic Seaboard— 
Sparrows Point, near Baltimore, Maryland, and Bucks County, Pennsyl¬ 
vania—rather than in New England. 

The New England economy is burdened by high costs of power and 
fuel, as much as 50 per cent higher than in the country as a whole. Deposits 
of coal and natural gas are far away, and virtually all sources of hydro¬ 
electric power arc by now utilized. From now on, new thermal installations 
w ill mainly be built along the coast to benefit from cheap ocean transporta¬ 
tion of coal. As a co-operative venture of ten electric utility companies, a 
nuclear power plant began operations in 1960, to supply about 2 per cent of 
the New England power requirements. The cost of this is 30 per cent 
higher than that of steam-generated electricity . 

New England taxes, especially the local ones of the large cities, consti¬ 
tute another obstacle to economic growth. They arc often higher than in 
the South or in California. With a rate of $101.20 for each $1,000 of valua¬ 
tion, the property tax revenue of the city of Boston is second only to that of 
New' York, and the per capita cost of municipal government is higher in 
Boston than even in New York. How ever, this is not as serious a matter as 
may be thought at first glance, because new industries frequently get 
established outside of the high-tax urban areas. 

While taxes on the whole are higher, wages in New England are in 
many industries below' the national, although not the Southern, level. This 
is an important factor and accounts for favorable prospects of the low- 
w'age industries. In the New England textile industry, however, wage and 
fringe costs arc above the national and the Southern level. Where New 
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England wages are higher, they usually are not offset by factors that might 
result in labor costs as low as they prevail in some other regions. Trade- 
unions are strong and insist on work loads and work assignments lower 
than those acceptable to nonunion labor in the South. Unemployment and 
workmen’s compensation programs are more liberal and also moie costly 
than those in the South. The pattern of state and municipal i emulation of 
working conditions, as it has emerged during the long indiisH.il history of 
New England, has brought standards of decency, which, while conducive 
to industrial health and welfare, place the region under a competitive dis¬ 
advantage relative to areas not yet attached to such standards. 

Nobody can deny that it would be deplorable if the solution of the 
New England economic problems were to involve the loss of these and 
similar social gains. A gradual rise of social standards in other regions of the 
country would be much preferable. 

The Impact of Public Policies . Government policies have come to be 
an important determinant of the welfare of large sectors of the United 
States population. The position of New England demonstrates that the 
effects of public policies of the government not only differ in their impact 
on various occupational groups but also in their regional incidence. 

Government expenditures for public power projects add to the re¬ 
sources of some regions. Others receive benefits from tax privileges be¬ 
stowed upon mining and petroleum production. The economic position of 
farming areas is of special concern to the government, which grants aid to 
agriculture in various forms. On all these counts the New England region 
is in an inferior position as it receives no benefits in some of the cases 
enumerated here and very little in others. New England is, however, hold¬ 
ing its own with respect to government grants for research and develop¬ 
ment. Nevertheless, some New Englanders insist that public policies have 
aggravated rather than alleviated their economic problems: much of the 
incidence of the relaxation of tariff protection has been borne by New 
England industries. A similar situation prevails with respect to labor legisla¬ 
tion, which has promoted the unionization of New England labor more 
than of Southern labor, with the Taft-Hartley Act of 1947, in conjunction 
with other factors, in effect causing a freeze of existing conditions in the 
two regions. 

Community Action and Development . New England has pioneered in 
the promotion of a new spirit of community action, which has stimulated 
similar developments also in other states. New Englanders have recognized 
that “rugged individualism” alone does not enable the region to develop 
the more diversified industrial structure which was to replace the textile 
industry’s hold. In the New England states there have been formed devel¬ 
opment credit corporations, whose capital is subscribed by the regional 
business community and to which the financial institutions of the region 
will make loans many times the amount of their capital. To attract new 
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manufacturing plants, the development corporations will provide a second 
mortgage for new construction, amounting to 20 per cent of the cost, an 
following a first mortgage of 60 per cent which is obtained from conven¬ 
tional sources. In some states the corporation might underwrite the entire 
cost of a new facility and then lease it to the user on the basis of a long-term 
contract providing for eventual purchase. There are also state-supported 
industrial building authorities which provide guarantees for the payment 
of mortgages. The work of these state-wide agencies is supplemented by 
local development corporations which, together with private developers, 
select sites, construct plants and provide financing, often in the form of 
complete “package deals” or of “industrial parks” to reduce the cost of 
municipal services and utilities. A plant located in such a park will find 
itself in attractive surroundings, away from urban congestion, and able to 
occupy ample space that suffices for the construction of modern, prefer¬ 
ably single-story buildings. 


SUMMARY 

The economic problems of maladjustment and unemployment arise 
from the position of certain industries and occupations—coal mining, tex¬ 
tiles, etc.—and they are not as much as in the past concentrated in certain 
regions of the country. Economic differences between states and regions as 
measured, for example, in terms of their respective per capita incomes, have 
narrowed substantially over the past few decades. 

Both the South and the West are regions of rapid economic growth. 
They are studied here as case studies of adjustment to economic change. 
Another type of adjustment confronts the New England economy, which 
is liberating itself from reliance upon the textile industry and is modifying 
its industrial structure along diversified lines. 
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STUDY QUESTIONS 

1. What is meant by an “economic region”? 

2. Which region was referred to as the nation’s economic problem No. 1 
during the 1930’s? 

3. What has happened to regional differentials of per capita income? 

4. How has reliance upon the production of cotton been de-emphasized in the 
South? 

5. What are some manifestations of industrial growth in the South? 

6. What has attracted industry to the South? 

7. In which regions of the country is population growth most rapid? 

8. Which regions of the country have the highest per capita incomer 

9. What is the importance of irrigation to the Western economy? 
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10. What has been the role of freight rates in retarding regional growth? 

11. What are some important regional wage differentials, and what are their 
causes? 

12. Are there important regional productivity differentials? 

13. In what sense does an old, established industrial region have to pay a penalty 
for having been in the lead? 

14. What are the characteristics of the New England region with respect to 
location, raw materials, and sources of power? 

15. How has the New England economy been liberated from excessive reliance 
upon the textile industry? 

16. Is it true that the New England economy derives relatively little benefit 
from government programs? 

17. In what manner has the New England economy been revitalized by com¬ 
munity action? 

18. Which regions of the country do pose serious economic problems of unem¬ 
ployment at the present time? 

19. Which regions of the country are particularly dependent upon defense 
orders? 

20. What are the factors behind the narrowing of the differences between re¬ 
gional per capita incomes? 
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